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POLICY AND POLICY-MAKING 


By OLIVER SHELDON 


N any industrial undertaking,” wrote 
A. H. Church,’ “there are two ele- 
ments present, which though some- 
times merging into each other, and 
always exerting reciprocal influence, 


are nevertheless quite distinct in their 


essence. The first of these is the deter- 
minative element, which settles the 
manufacturing policy of the business— 
what to make—and the distributive 
policy—when to sell and by what means. 
The second is the administrative ele- 
ment, which takes the policy as decided, 
and gives it practical expression in 
buying, making, and selling.” The 
writer goes on to explain that this de- 
terminative element is the higher and 
scarcer faculty, and that “the time has, 
perhaps, not yet come when we may 
reduce the determinative element to a 
body of principles, or even working 
rules. It contains today too many un- 
known and variable factors.” 
Remarkable, however, as has been 
the progress in the last decade or so in 


"Church, A, H., 


The Science and Practice of 
Management. 


the development of executive manage- 
ment, we cannot, indeed, especially 
having made such progress, afford to 
regard the “determinative” element in 
management as any longer outside the 
scope of the scientific movement. Mr. 
Church wrote the above words in 1914; 
today the time is fully ripe for the open- 
ing of the scientific inquiry into the 
workings of this “determinative” ele- 
ment in industry. We cannot fail to 
realize how the two elements interact, 
and accordingly we cannot permit one 
element to reach a high stage of devel- 
opment while the other remains static. 
We are finding that highly scientific 
methods in executive work call for some 
corresponding degree of technique in 
“determinative” work, and that the ab- 
sence of the latter may often nullify the 
effects which would otherwise be derived 
from the former. “It is failure in the 
determinative’ element which pulls 
down flourishing businesses,” says Mr. 
Church, and by experience we know 
that, however efficient may be the exec- 
utive management, failure in _policy- 
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framing can most effectively render that 
efficiency nugatory. Therein lies a 
challenge which the requirements of 
progress insist shall be met. We can- 
not, I feel, submit to the contention 
that the factors involved in policy-mak- 
ing are too intricate, obscure, and vari- 
able to allow of any principles being 
formulated or standard practices de- 
vised. In any event, even though it 
may not be immediately possible to 
reduce policy-making to a degree of 
standardization such as is being slowly 
achieved for the various branches of 
executive management, it should not, 
therefore, be assumed that this ‘“deter- 
minative’’ work is beyond all legislation. 
We can at least, I conceive, arrive 
at some conclusions, in the course 
of time, as to where, in our organiza- 
tions, this determinative work should 
be carried out, what precisely it should 
cover, by whom and when it should be 
practiced, what subjects it should deal 
with, the methods by which it should 
operate, and the links which are neces- 
sary to preserve a proper relation to 
the executive management. Policy 
itself, maybe, cannot as yet be covered 
by any code; that must depend upon the 
judgment, foresight, experience, and 
initiative of those to whom the power 
to frame policy is entrusted. 


I 


To determine the conditions of pol- 
icy-making, however, is a task to which 
we may well address ourselves, since 
here, at any rate, it should be easily 
possible to determine standard proce- 
dure. Failure in policy-making, indeed, 
is as often due to wrong conditions as 
to the policy itself being wrong. A 
policy may be thoroughly sound, but 
often enough it is ineffective. Failure 
is frequently due to doubt as to where 


the responsibility for determining polie 
lies; to lack of definition as to what 
constitutes a proper subject on whic 
to frame a policy; to the form of th 
policy being vague, unintelligible, or jp. 
complete; to disregard of the facts 
which must form the basis of a policy; 
to policy being settled too early or to 
late; and, perhaps most often of all 
to a maladjustment between policy. 
making and the execution of policy, 
These are all matters which can be x. 
tacked from the scientific angle. They 
do not necessarily depend upon the per. 
sonal attributes of those who make the 
policies. Yet, in all these respects, our 
general practice is extremely chaotic. 
One main reason for this condition 
of affairs is doubtless the somewhat 
hallowed atmosphere which we have 
allowed to encircle everything connected 
with policy. The very word—“policy’ 
—conveys an idea of something unap- 
proachable. The term is as vague as 
many another in industrial terminology, 
and gold-shet clouds have been thrown, 
by this very vagueness, around its min 
arets. It can be used to serve a hur 
dred purposes—often to shroud 3 
hundred sins. It can be made conveni- 
ently to dignify the most trivial of 
details; to cloak conflicting facts with a 
specious sheen of unity; to adorn with 
an imperial finality what is barely be- 
gun; to portray perfected structures of 
thought which, like Spanish castles, are 
built. on airy foundations; to place 4 
halo around decisions which would 
otherwise lack conviction; to permit of 
generalities without the tedious neces 
sity for considering detail; to make 4 
fire-ball of what is but a glistening 
water-bubble. To say that a matter 's 
one “of policy” is to lift it to a plane 
above the merely mundane; to “settle 
policy” suggests a journey along the 
perilous highway of thinking which 
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only the most daring or the most heavily 
guarded may hazard. It is all vague, 
and vaguely portentous. 


II 


Policies, I would submit, serve two 
purposes—first, the establishment of 
objectives for the business as a whole 
or for several branches of it; second, 
the definition of the general principles 
which shall govern the various branches 
of the executive management concerned 
in achieving these objectives. On the 
basis of policies, other decisions will, 
of course, be taken, in the making of 
which the “determinative element” will 
operate. But these, I submit, are not 
policies, but rather the interpretation of 
policies in the onrush of action. In one 
sense, they may be regarded as “minor” 
policies, but to. do so robs the word 
“policy” of the idea of original and 
ultimate decision which is its primary 
characteristic. It is, as it were, the first 
rush of power through the engine. As 
a result of a policy, the head of each 
organization-unit can determine his 
plans for his own particular sphere, 
such plans being governed and coor- 
dinated by the overruling policy. 

One may perhaps, then, hazard some 
such definition as follows: A policy is 
a plan defining an objective for the 
business and governing the methods to 
be adopted, under given conditions, in 
pursuit of such objective; being deter- 
mined, in harmony with existing poli- 
cies, by those responsible for the direc- 
tion of the business, and forming an 
instruction to the executive manage- 
ment. 

Policy-making, therefore, is a cor- 
porate affair. It does not arise in this 
or that department; it covers the con- 
cern as a whole. It does not legislate 
tor detail, but by setting up objectives 





and ordaining general methods of oper- 
ation leaves the initiative in detail to 
those responsible for applying the 
policy. Policy plans the goal and the 
general line of march. It is broad, 
according, as it should, with the breadth 
of the responsibility held by those who 
determine it. It forms a guide to the 
executive management, and, by covering 
all the contingencies to be met with in 
executive activities, constitutes the main 
basis of business coordination. 
Coordination is, indeed, the para- 
mount problem in modern business 
organization. In every concern above 
a certain size, the problem of linking 
together all the various activities into 
one flexible and dynamic machine is 
becoming increasingly acute. But how 
can a business be flexible unless there 
be guiding principles? And how can a 
business be dynamic unless there be an 
end to be won? The same story can 
be told of many concerns. When it 
was small, everybody knew the aim and 
object of the work; every one was in 
touch with every one else, and the high- 
est executives were in constant contact 
with each other and with the staff. 
Now, the business has developed; the 
work which formerly a boy performed 
now occupies the time of a large depart- 
ment; work which in the old days was 
carried out satisfactorily by one officer 
is now split up among a dozen, each 
with his own staff; the heads of the 
concern scarcely know what the various 
departments are doing from day to 
day, and the departments know little 
enough of what the heads are aiming 
at and planning to achieve; responsi- 
bilities have been widely delegated, so 
that junior executives are now deciding 
questions which formerly perhaps would 
have received the attention of the board 
of directors. As the business has grown, 
coordination has become increasingly 
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urgent. For lack of it, the business be- 
comes like a team of horses, each pull- 
ing a different way—and the more 
spirited the horses, the greater the con- 
fusion. Broad business ends become 
dissipated in the urgency of depart- 
mental requirements. Production strives 
for these ends; sales for those. Adver- 
tising presents one facet to the public; 
the goods present another. Laudable 
endeavors to achieve objects which are 
considered desirable lead to expenses 
being increased here and reduced there, 
without a standard. 

Coordination—to hold the reins 
without restraining the vigor; to guide 
the way without pulling at the reins; to 
urge forward without the whistling of 
the whip; to determine the halting place 
without applying the brakes—is, in- 
deed, the task beyond all others. Co- 
ordination encounters the greatest 
obstacles and difficulties, yet calls the 
most imperatively for performance. 

Policy-making is the foremost part of 
effective coordination. Adequately per- 
formed, it is the means of coordinating 
all the manifold activities of the execu- 
tive staff, just as good organizing is the 
means of coordinating the executive 
machinery by which these activities are 
carried on, and just as competent budg- 
eting is the means of successful finan- 
cial coordination. The responsibility 
for policy-making, therefore, clearly 
does not rest with the executive man- 
agement. It is the privilege and the 
burden of those who direct. It cannot 
be overemphasized that policy must 
flow from the top; it cannot well up 
from below. It cannot be delegated or 
passed to subordinates. No executive 
work can fully compensate for any 
dereliction of duty in this respect. The 
responsibility is an inalienable part of 
direction. 

Policies, however, may be bad poli- 


cies, but the more frequent failure js 
that there is no policy to be either good 
or bad. Often enough, too, the policy 
is incomplete or obscure, or, most fre. 
quently of all, vacillating or inoperative, 
A wrong policy, after all, can be put 
right, but absence of policy means a 
fundamental revision of organization 
and of methods of thought. Fortune, 
of course, may waft the vessel into a 
harbor of success, as it has many a 
business; but every day Dame Fortune 
is playing a smaller and smaller part 
in the great voyages of modern busi- 
ness. 

“Of the making of policies there is 
no end,” furthermore, is an adaptation 
of a Biblical phrase which is not with- 
out its warning. Just as lack of policy 
is a danger, so also is a surfeit of poli- 
cies. It is important that policies should 
be determined only for the subjects 
which properly form fit matters for 
policy; otherwise, a jumble of principle 
and detail, whales and little fishes, may 
ensue from which no real guidance to 
the executive can be derived. Here, 
again, however, we are on virgin soil. 
I know of no really scientific attempt 
having been made to determine on 
what subjects statements of business 
policy are necessary. I believe it 
should be possible to work out a list of 
such subjects, so that, policies having 
been determined on these subjects, 
every possible contingency which the 
executive may meet will have been legis- 
lated for ahead. I remember one 
British executive remarking that he 
thought the major instructions for the 
conduct of a business could be grouped 
under six or eight headings. There is 
here undoubtedly a field for study. 

It will be clear, further, that, by 
“policy-making,” I have not in mind 
just the business of sitting around 4 
table and passing minutes on such sub- 
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jects as the persons present may raise. 
Policies precede action; they should not 
be decisions on points which have arisen 
in the midst of action. Policy means 
the determination of what you or others 
are going to do, before you or they do 
it. If, therefore, the activities of a 
business are to be governed by the polli- 
cies of those in control of the business, 
it is incumbent on such persons to 
review every prospective activity and 
settle the policy in each direction, so 
that those who carry out the activity 
may have a definite objective and guide. 
To provide such guidance, it is, further- 
more, comparatively useless to pass 
minutes and record them in some locked 
book. The form in which the policy 
is presented and published is of the 
utmost importance, if those who frame 
the policy expect it to be faithfully and 
effectively pursued. Policy statements 
must be set out in precise and intelligible 
form, like any other instructions. If 
they are obscure or ambiguous, their 
object is defeated. The policy should 
be set out with the exactitude of diction, 
the precision of wording, and the sever- 
ity of style which characterizes law. It 
should be published, then, to all whom 
it may affect and will be governed by 
it, in such a form that it will be always 
before them or immediately available 
for reference. Neglect in this respect 
may nullify the weeks of thought and 
debate which will have gone to the 
formulation of the policy. 


Il 


The object of determining policy, it 
should never be overlooked, is to direct 
and guide executive action. Unless, 
therefore, a policy has been adequately 
and effectively communicated to those 
who are to carry it out, it is useless to 
expect the policy to be properly applied. 
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Here, again, is a field for intensive 
study, for I am convinced that, in mod- 
ern business practice, we have not as 
yet grasped, to anything like the degree 
necessary, either the necessary division 
between, or the best means for, the 
proper linking-up of policy and action. 

In some concerns, the importance of 
policy-making is fully recognized; it is 
carried out in a way that leaves little 
to be desired—yet, in action, the policy 
is not effectively pursued. The channel 
between the policy-makers and the exec- 
utive staff does not function effectively ; 
it is choked up or it is broken. Cer- 
tainly, a proper system of publishing 
policies is the first step to remedy mat- 
ters. But that is, as it were, but a part 
of the mechanics of policy-making. 
Other steps are necessary to insure the 
successful application of policy. Busi- 
ness leaders can devote themselves to 
few more urgent or vital tasks than the 
determination of how this shall be done. 

Much must, of course, depend upon 
the policy itself for its effective appli- 
cation. A vague policy, a vacillating 
policy, a dishonorable policy, a short- 
sighted policy, a too-rigid policy, a com- 
promising policy, a policy which cramps 
initiative, or a policy that does not in- 
spire confidence—such policies, however 
powerfully promulgated, must always 
fail in action. A policy, to be effectual, 
must be soundly founded. I have 
emphasized above that there must be 
policies; that those in control of a busi- 
ness cannot escape the responsibility 
for framing policies; that policies must 
be precise and definite, simple and 
direct, complete and constant; that 
policies must precede action and cover 
every activity; and that their proper 
application is dependent also upon the 
form in which they are stated and the 
means adopted to impress them upon 
those who are charged with their appli- 
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cation. I conclude by stressing the fact 
that policies must be founded on fact. 
“It is now recognized among the ablest 
business men as utterly wrong in prin- 
ciple,” says J. G. Frederick, “that any 
man or men, sitting around a table and 
using merely their judgment (without 
the utmost data that may be obtained) 
should assume to decide questions of 
importance. . . . . Personal ‘intuitive’ 
conviction, pride of opinion, and vanity 
of decision are not qualities which make 
for highest business ability.””* The 
questions of greatest importance are 





* Frederick, J. G., Modern Sales Management. 




















the questions of policy, and no policy 
can be either sound in conception or 
effective in application which is not 
founded, fair and square, on a basis of 
fact. Policy-making is necessarily , 
synthetic process, but the foundations 
of sound policy can only be laid by the 
toilsome collection and analysis of facts, 
Analysis has been preached in recent 
years as an essential instrument of man. 
agement; perhaps we have failed suf. 
ciently to emphasize that it is the indis. 
pensable means and vital preliminary 
to that supreme act of business manage. 
ment—the determination of sound 
business policies. 














licy 
Nn or 


not 
is of 
ly a 
tions 
the 
acts. 
cent 
nan- 
sufi 
ndis- 
nary 
age. 
yund 





IS THE COST OF DISTRIBUTION 
TOO HIGH?! 


By PAUL M. MAZUR 


HE well-worn slogan of “The 

High Cost of Living” has prac- 

tically disappeared from popular 
favor and the daily comic strips. In 
its place there has developed another 
phrase typifying an apparent economic 
maladjustment, “The High Cost of 
Distribution.” 

“Distribution” is usually applied to 
that part of the economic process which 
begins when the article is in the hands 
of the manufacturer in completed form 
and ends when it is in the consumers’ 
hands ready for consumption.* How- 
ever, distributicn is concerned with 
more than the physical handling of fin- 
ished goods. As a matter of fact, two 
of the most important costs of distri- 
bution begin and often continue for a 
long period before the goods are put 
into the process of manufacturing. Ad- 
vertising has become an important 
element in creating a demand for goods 
to be manufactured; and the use of an 
expensive selling organization is usually 
a forerunner of manufacturing. Both 
of these are costs of distribution or, 
more accurately, costs of marketing. 
They might be, and sometimes are, re- 
garded as elements in the cost of manu- 
facture. It might be well, therefore, 
to substitute for the phrase ‘““The High 
Cost of Distribution’—“The High 
Cost of Marketing.” 


‘This article was written in consultation with 
Jesse Isidor Straus, president of R. H. Macy and 
Company, Incorporated, and some of the material 
Was suggested by him. 


: . . . . . . 
; For purposes of this article, “distribution” is 
‘imited to the distribution of consumers’ merchan- 





During the past few years the “high 
cost of distribution” has attracted the 
unfavorable attention of economists, 
business men, trade institutions, and 
governmental agencies. There has been 
expressed either a direct or implied 
opinion that the cost of marketing is 
too high. 

Manufacturers have collected statis- 
tics to show that the product doubles or 
triples in price in its journey from fac- 
tory to consumer. They have assumed 
that the manufacturing process could 
be completely divorced from that of 
marketing, and that each branch of the 
economic process could be treated indi- 
vidually upon a statistical basis; where- 
as in reality it is doubtful whether the 
actual costs of manufacturing and mar- 
keting can be separated into compart- 
ments; and it is certainly true that no 
statistical method has been as yet devel- 
oped to determine the actual costs of 
manufacturing independently of those 
of marketing.* 

Marketing is a problem which con- 
cerns manufacturer, wholesaler, and 
retailer alike, and must be shared by all 
three. 

This country has developed its in- 
dustrial machinery to a point of ex- 
traordinary effectiveness through mass 
production and the use of labor-saving 
devices. The opinion has been expressed 





dise. Actually, of course, there are costs and 
problems of distribution involved in the handling 
of raw materials, semifinished goods, and goods 
not used by consumers. 


*By cost is meant the charge resulting from 
manufacturing efficiency independent of the volume 
of sales created by marketing methods. 
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that mass production must be paralleled 
by mass distribution in order to reduce 
consumer prices.* Such a method may 
be valid, but there is much evidence to 
indicate an opposite course of economic 
development. Or, if one finds such a 
conclusion too radical, there is ample 
material to believe that our present 
system of manufacturing is made pos- 
sible by the present system of marketing. 

With the growth of large department 
stores there has not come the reduction 
in operating expense which is often con- 
nected in the minds of most business 
men with large sales volume. There 
have been statistical studies to prove 
this thesis.” But in most cases, the con- 
clusions drawn are based upon statistics 
which tell the truth but not all of the 
truth. It may be true that small stores 
operate more cheaply than the larger 
stores in their present stage of develop- 
ment. But converting even that fact 
into a principle that small stores are 
more economic than the large units de- 
pends upon an evaluation of the facts 
upon the basis of social and economic 
conditions. 

Whether or not the cost of market- 
ing under the present methods is high, 
and by high is meant too high, is not 
subject, as far as is known, to statistical 
proof. For there are no standards of 
costs; nor is there any method of isola- 
ting operating costs due to ineftective- 
ness from the increased expenses 
imposed upon marketing by social and 
economic conditions. 

This article, therefore, can make no 
attempt to prove its thesis statistically. 
Any conviction which may be expressed 
is born, not of a study of accumulated 
statistics, but from a consideration of 





*See The Way Out, by E. A. Filene. 


“See Harvarp Business Review, July, 1925, pp. 
456 ff. 





































the economic history which is respon. 
sible for the present industrial system 
and from a study of the factors which 
must be included in any estimate of the 
cost of marketing. Frankly, the pur. 
pose of this article is suggestive rather 
than conclusive. It is hoped that some Le 
new material will be included; if not, in th 
then perhaps the repetition of well. zens 
known arguments will be of some use In o 
to those who are at present interested by d 
in the problem and costs of marketing, nish 
The writers of this article believe an a 
that, considering the economic and $8 5 
social conditions today, the cost of mar. his { 
keting is, by and large, not too high. distr 
The present system is a result of eco- to ti 
nomic evolution; and while it may be of tl 
conservative to accept “what is’ as T 
right, still it is fair to say that under a prov 
competitive system “what is’’ has devel- mea 
oped because in general it is right. And prov 
if it is not right, then competition and labo 
not statistics will change the present pair 
system to some other which will better Obv 
satisfy the increasingly exacting de- yon 
mands of our economic process. of « 
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Sphere of the Problem 


Whether distribution methods are 
right or wrong, the problem must be sell 
faced by retailer and manufacturer pair 
alike, and parentage for the orphan can- be 
not be effectively denied by either. pre 

There are undoubtedly certain phases trib 
of distribution which are the concern of hig! 
retailers alone. Those should be ac- not 
cepted by the retailers as their particular cost 
province for study and eventually for S 
the determination of improved methods. ext! 
There is undoubtedly a margin of 4% yet 
or 5% of.the sales price which rep- — 
resents an area of possible saving. “. 
Toward the distributors’ problems the — 
manufacturers must look with sympathy if th 
and care, for their solution by the re- a ec 
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tailer may have far-reaching effects 
upon the producer. 


Distribution and the Industrial 
Revolution 


Let us imagine ourselves to be living 
in the eighteenth century. We are citi- 
zens of a small hamlet of 300 souls. 
In our midst dwells a shoemaker who 
by dint of hard labor manages to fur- 
nish each person of the community with 
an annual pair of shoes. His cost is 
8 per pair; his price is $10 per pair; 
his profit is $600. He has no cost of 
distribution except the time necessary 
to take orders. Necessity on the part 
of the citizens creates his demand. 

Through ingenuity he developes im- 
proved methods of manufacturing. By 
means of some simple mechanical im- 
provements and a further division of 
labor, he is able to manufacture 1,000 
pairs of shoes at a cost of $4 per pair. 
Obviously, he must seek markets be- 
yond his own community, and his cost 
of distribution has begun. It becomes 
apparent that it is true economy both 
for him and his consumers to spend 
money for distribution. For if he 
spends $2,000 for marketing, he can 
sell his shoes to the consumer for $9 a 
pair, a saving of $1, and his profit will 
be $3,000 as against $600 under the 
previous method—in this case his dis- 
tribution costs are 20%. They are too 
high only if they can be reduced and 
not because they represent 50% of the 
cost of production. 

Such a crude example is, perhaps, so 
extreme as to challenge criticism. And 
yet it represents the principle of the 


—_—_—. 


“Whether the demand preceded increased pro- 
duction or increasing productive capacity preceded 
‘increased demand is not definitely known. But 
if the former had been true, there would have been 
a continuous period of a sellers’ market and no 
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change which the Industrial Revolution 
has caused. With the development of 
our factory system there was created 
productive capacity far too great for 
the local community in which the fac- 
tory was located, and far too great in 
the total capacities of all the factories 
for the demands of the public with its 
existing standards of living.’ It be- 
came necessary to create larger mar- 
kets both through the opening of new 
selling areas and the stimulation of new 
or underdeveloped desires. 

With this need our modern method 
of marketing was born. Sales organi- 
zations set forth upon peaceful inva- 
sions which have covered the inhabited 
portions of the globe. Advertising 
grew from a nondescript method to an 
approximate science tremendous in vol- 
ume, effective in appeal, and stupendous 
in its dollar expenditures. 

Reduction of overhead was the result 
of increased volume. Increased volume 
brought lower costs for raw material 
and lower unit costs for manufacturing. 
And the circle was completed with the 
necessity of finding markets for the 
results of mass production. 

The present American industrial 
structure stands on foundations built 
by intensive marketing methods. Amer- 
ican labor is paradoxically the highest 
priced and most economical in the 
world because intensive and extensive 
marketing has made it possible to de- 
velop mass and low unit cost produc- 
tion methods. Americans have been 
educated to consume a wide variety of 
articles in tremendous quantities. Mar- 
keting methods with intensive selling 
and convincing advertising have done 





need for the development of high-pressure selling 
organizations and methods. The existence of these 
indicates that the pressure has generally been on 
the obtaining of sales rather than the increasing 
of capacity to satisfy naturally increasing demand. 
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this.’ The productive capacity of this 
country would in Jarge measure lie idle, 
if the standards of living of today 
should revert to those of 50 years ago. 
Buyers’ strikes and economy campaigns 
are bases for uneasiness on the part of 
the American business man. These 
tend to take away from us the consumer 
demands to which we have become 
accustomed. 

The machinery which has developed 
those demands has become so com- 
pletely accepted that we forget our duty 
to it. We are apt to forget the benefits 
of the system and find fault with ap- 
parent burdens. And yet the safety of 
the industrial superstructure depends 
upon the strength of the marketing 
foundation, just as the foundation 
would be of no value without the indus- 
trial structure. 

It is wise, even essential, to examine 
marketing carefully, to improve its 
effectiveness, to point out its faults. But 
it is dangerous to industry to make a 
blanket indictment of marketing with- 
out realizing that it is the copartner of 
American production. 


Retailing 


When we narrow the question of 
marketing down to those agencies which 
are concerned only with the buying and 
selling of consumers’ goods, we find 
that the problem of the cost of distri- 
bution need not include the vexing 
interrelation of manufacturing and 
marketing. 

The cost of distribution of goods 


* Undoubtedly the characteristics of the American 
people have made the tremendous development of 
consumer markets possible. The democratic spirit 
of the people which is evidenced not only po- 
litically, but in material ambitions, makes every 
one desire what his neighbor has. Emulation has 
been of great aid to the stimulating force of ad- 



































handled by retailers, particularly de. 





partment stores, is undoubtedly high jy in mé 
the percentage of sales—if we can say usual 
30% to 35%° is a high figure. It is no: fame 2?! 
too high, unless some one can indicate Fo 
what the proper figure should be. ee é 
the v 
Confusion in Term “Profit” a 
One of the misconceptions which avail 
often exists in the minds of the business inclu 
man and the general public relates to obo 
the profits made by retailers. There is — 
a confusion of terms in the retail busi- char} 
ness which probably grew up in a nat- Re 
ural way and is even still found in the dom 
minds of many retailers. When the volu 
early traders bought their merchandise and 
for one price, carried it themselves and eae 
sold it themselves, they figured the — 
profit as the difference between what - 
they paid and what they received. The 
shoemaker in the small hamlet prob- a 
ably did the same thing when he figured + 
as his profit the difference between his . f 
material cost and his selling price. To- at 
day the retailer uses approximately the 
same terms the trader used a hundred 
years ago. The manufacturer does not. 
Gross profit in the retail business con: T 
sists of the difference between cost price the 
and selling price of merchandise. Mer- by 
chants talk about that difference as “i 
their “profit.” Manufacturers do not ae 
label as profit the difference between T 
the cost of raw material and the selling ies 
price of an article. pliec 
In the manufacturing business the casts 
cost of an article properly includes the er 
raw material, the labor involved,° and. fate 
vertising and aggressive sales methods. But it ha: a 
been the marketing methods which have converted 
the potential consumer market into an actual con facti 
sumer market. asso 
* This figure includes net profit. in o 
*Including rent, heat, light, administration, de chas 


preciation, taxes, obsolescence, and so on. 
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in many cases, the selling cost. Profit is 
usually the net residue accruable to the 
capital account. eee 

For the retailer the raw material is 
the goods as found in the markets of 
the world. He, too, has labor charges, 
rental, depreciation, and overhead. 
The cost of the merchandise made 
available for use by the customers must 
include all these items. And the retail- 
er's profit begins only when the selling 
price shows an excess over these 
charges. 

Retailers’ profits are not large. Sel- 
dom do they equal 10% of the sales 
volume. They average between 5% 
and 6% for the very well operated 
units, and for retailers as a whole they 
probably do not exceed much over 2 
cents on each dollar of sales. 

Therefore, if the marketing machin- 
ery operated by retailers imposes too 
great a burden upon the consumer, it 
is in the cost of retailing and not the 
profit of retailing that the difficulty 
must lie. 


Cost of Retailing 


The costs of retailing are too high if 
the service rendered to, and required 
by, consumers can be supplied at a 
lower expense than that which usually 
exists. 

The services rendered by retailers 
does not vary totally from that sup- 
plied by the manufacturer. The manu- 
facturer is concerned with the physical 
or chemical conversion of raw materials 
into a finished product for use by the 
consumers of the world. The retailer 
converts the bulk offerings of the manu- 
facturers’ markets of the world to 
assortments of small packages available 
in one building for selection and pur- 


chase by the consumers of a community. 


Both manufacturer and retailer must 
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assume the risk in anticipating inven- 
tory requirements, plant operation 
expenses, and organization pay-roll. 
The retailer’s inventory consists of 
consumers’ goods, the uses of which 
are predetermined; the selling market 
for which is limited—in a solvent busi- 
ness—to his own establishment. His 
selling prices depend upon what his 
own clientele will pay. He must an- 
ticipate his needs; he can purchase 
practically nothing on the basis of 
his customer’s written advance orders. 
In clothing the style changes threaten 
losses through obsolescence of slow- 
selling items. Weather as well as gen- 
eral conditions are factors in the sale 
of merchandise which has been pro- 
cured in anticipation of expected sales.” 


Advertising 


For goods unadvertised by the manu- 
facturer the department store must 
create demand through advertising, at- 
tractive display, and personal salesman- 
ship. For both advertised and unad- 
vertised goods, the department store 
must direct the demand that is created 
to its own offerings for satisfaction. 
Regardless of the selling organization 
and advertising expenditures of the 
manufacturer, the retailer must spend 
money for his own advertising, his own 
selling organization, his own display, in 
order to convert a general desire for 
most merchandise into a specific sale of 
that merchandise. 


Effect of Social and Economic Changes 
The manufacturing plant is located 


and planned upon the needs of produc- 
tive efficiency. If those needs require 





* Purchase commitments may run from two 
weeks to six months in advance of the receipt and 
sale of merchandise. 
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it, location and plans can be changed 
or new units built. 

The department store, once located 
in a shopping center, must stay rela- 
tively stationary and adjust itself to 
the changing economic and social con- 
ditions of the community of which it 
is a part. 

Those economic and social changes 
have been marked in the last decade 
and have imposed upon the retailers, 
particularly the large department 
stores, burdens that have increased dis- 
tribution expense, but still cannot be 
charged to distribution, unless urban 
and social changes are the responsibil- 
ity of the retailer. 

With the growth of urban popula- 
tion have come increased expenses for 
the department stores. The tremen- 
dous surburban development that has 
been so striking in American cities has 
brought with it complicated delivery 
problems and increased delivery costs. 
Packages must travel greater distances, 
and it has become necessary to build 
and operate delivery substations to take 
care of the widening area of the pa- 
trons of the centrally located stores. 

Increased density of traffic within the 
city makes automobile trade more diffi- 
cult to obtain and handle. Parking 
space is at a premium, and some of the 
stores in larger cities are arranging for 
parking space free to their clientele 
(but at cost to themselves) to make 
shopping by the “automobile trade’’ 
possible.’ 

With the growth of cities have come 
increased rentals and higher land and 
building values and increased taxes. 
Rent, according to many economists, 
is not a factor in price. But to the 





"This same density of traffic has also had its 
effect upon delivery costs, since it slows up the 
speed of the vehicles and requires a larger number 
to cover a given area. 


shopkeeper who must replace his ey. 
piring lease with one requiring a 50% 
increase, the effect upon volume is neg. 
ligible, but the effect upon the cost of 
doing business is very real indeed. 

Even to the merchant who owns his 
building, the effect of increased land 
values is important. Additions to his 
land holdings can be procured only at 
very much higher prices, with conse. 
quent higher interest charges. Increased 
building costs make his depreciation 
charges heavier. And even his existing 
land and building feel the effect of the 
increasing taxes that may come from 
higher appraisals or higher tax rates 
called forth by the growing needs of an 
increasing municipal efficiency. 

Occupancy charges” represent  sub- 
stantial costs for the retailer, and the 
increased costs experienced during the 
past five years have been significant and 
in many cases greater than the increase 
in volume. 

Social changes, too, have had their 
effect upon the retailer. Undoubtedly 
it is wise to improve the working condi- 
tions of the workers; and the fore. 
sighted merchant will make every effort 
to safeguard their health. In the long 
run such precaution will pay for itself. 
In the meantime it is essential, but it rep- 
resents added expense of doing business. 
It is questionable whether such charges 
are properly costs of distribution rather 
than costs of protecting good citizens. 

It would be interesting to compare 
the state and municipal requirements of 
ten years ago with those of today and 
determine the costs of these to the re- 
tail business. The exactions of the 
health, fire, and building departments 
cover hundreds of items, each of which 





* Including rent, taxes, depreciation of building, 
and interest on mortgages, these amount to from 
4% to 8% of sales. 
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has an element of cost within it. Wider 
aisles mean more rental. Fire-proof 
buildings, modern stairs, sufhcient exits, 
adequate toilets, proper ventilation and 
light, are all absolutely essential, but 
each represents dollar expenditure. 

Compensation and liability insurance 
is compulsory and advisable, but has its 
expense. Employee aid falls within the 
same classification. All of these expen- 
ditures will and should continue to come 
with improving social standards. They 
are proper costs, but they do not repre- 
sent elements of criticism of the effi- 
ciency of distribution. 

The changing habits of consumers 
have had their effect upon the cost of 
retailing. The consumer is the arbiter 
of the retailers’ methods. Some may 
say that the retailers have built up lux- 
uries in the distribution machinery, 
without which the consumer would get 
along very nicely. . However, this is 
doubtful. The retail business is highly 
competitive—there are no gentlemen’s 
agreements either as to price or service. 
If through the introduction of a par- 
ticular service one retailer attracts busi- 
ness, other retailers must fail in line 
as a matter of protection, unless their 
own peculiar service—in price, assort- 
ments, style, or quality—is a satisfac- 
tory offset. 

The American public is increasing its 
desire for ease. We are a mechanical 
nation and there is a national desire 
to have our wants taken care of with as 
little physical effort as possible. Years 
ago most consumers carried their pur- 
chases with them. Today the percen- 
tage of packages delivered by the wag- 
ons and trucks of the department stores 
represents a significant and increasing 
fraction. Formerly selection was made 
in the store; now a great many peo- 
ple make a preliminary selection in the 
store and have a number of units sent 
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to the home, where final selection or 
final refusal is made. Delivery expenses 
are increased, merchandise is out of 
stock, items become shop-worn, expen- 
sive organization for checking, recheck- 
ing and putting merchandise back in 
stock must be maintained. The return- 
goods problem is serious and costly. Is 
such a cost chargeable to the retailer or 
to the habits of consumers? 

Education is a vital force in America. 
Our educational system is not limited to 
science and classics. We are develop- 
ing a race of stylists and people of me- 
ticulous tastes. The standards for mer- 
chandising effectiveness are raised as 
novelty and newness spread with light- 
ning rapidity from coast to coast. More 
intelligent selling service, too, is de- 
manded, and intelligent service can come 
only from high-grade, well-selected, 
well-trained, and well-paid personnel. 

Ten years ago the personnel depart- 
ment of a store was an interesting 
show-place for experiments. Today it 
is an essential and expensive element in 
retailing. It has its effect upon produc- 
tiveness: it will have a greater effect. 
But as the demands of the consumers 
for good selling service increase, it be- 
comes necessary to spend more money 
on selection, training, and wages merely 
in order to maintain selling effective- 
ness. 

In the large store which covers acres 
of selling area, supervision and protec- 
tion of stocks against thieving are diff- 
cult and costly. Detectives must be em- 
ployed at an expense; and even with 
expert protective organizations, the 
losses due to shoplifting show up in sub- 
stantial shortages when physical inven- 
tories are taken. 

With the fall in the value of the dol- 
lar, wages have increased. This increase 
has in part been made up by the in- 
creased prices of commodities and larger 








14 HARVARD BUSINESS REVIEW 


total volume. But with improved stand- 
ards of living and increased competi- 
tion for labor and increased demands 
on the part of consumers for higher 
grade service, the wage levels of depart- 
ment store employees have risen sub- 
stantially in comparison with volume. 

In a measure this same condition of 
wage increase obtains in the manufac- 
turing business. However, there are 
some striking differences between the 
wage problem of the factory and that 
of the department store, particularly 
the department store located in a large 
city. 

The factory has possible relief from 
increased wage requirements. If the 
problem becomes too serious, the plant 
can be moved to some locality where 
cheaper labor is available. The growth 
of the textile business in the Southeast 
is an evidence of this development. The 
labor problem of the women’s clothing 
industry in New York has actually 
caused a radical change in the character 
of the industrial mahinery; and today 
the large plants have, to a great extent, 
been replaced by jobbers whose manu- 
facturing is done in hundreds of small 
contractors’ establishments at a lower 
cost. 

The manufacturing plant has another 
relief from increased labor costs. It is 
always possible, through increased eff- 
ciency resulting from improved meth- 
ods and the use of labor-saving devices, 
to reduce unit production costs. The 
entire American industrial structure is 
proof of this contention. American 
labor is undoubtedly the highest paid 
in the world. Nevertheless, American 
production costs in general are lower 
than elsewhere. The use of labor-sav- 
ing devices is the reason for low unit 
costs. Each unit of labor is made highly 
productive through the use of auto- 
matic machinery.” 


The department store has little pos. 
sibility of avoiding increased costs 
which result from increased wages, Its 
location is one of its chief assets and 
it obviously cannot move to cheaper 
labor markets. Unlike the manufac. 
turing business, the retailer cannot make 
very great use of labor-saving devices, 
His business is primarily not mechani- 
cal, but personal. Judgments and per. 
sonal contacts are of the essence of re. 
tailing. Buying and selling ability rep. 
resent the vital parts of department. 
store operation. There is little chance 
for the use of mechanical devices either 
in buying or selling. 

By and large, therefore, increased 
wages in the department store mean in- 
creased costs until the business has been 
built up over a number of years to a 
point where the increase in personnel 
efficiency offsets the increase in wages. 

Not only does this difference in the 
effect of high wages exist between re- 
tailing and manufacturing, but it repre- 
sents a factor of difference between the 
department store located in the small 
city and that located in the large city. 
Wages in the large cities are, on the 
whole, higher than those in medium- 
and small-sized municipalities. The efi- 
ciency of labor is about uniform. The 
pay-roll percentage of a store in New 
York for equal efficiency is apt to be 
higher than in some community which 
supports a department store doing 4 
business of $500,000 annually.* The 
condition is imposed upon the large 
store by economic and social conditions. 
The lack of labor-saving devices makes 
avoidance of the conditions impossible. 





“The automobile industry of America pays the 
highest wages to labor of its kind in the world; 
and the American automobile competes successfully 
with the makes of all other countries. 


“See Harvarp Business Review, July, 1925, PP 
456 ff. 
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Undoubtedly the effect is to increase the 
expense of retailing in the large city. 
Can the large distribution institution be 
properly charged with the responsibility 
of this additional cost? Nor is this 
tendency toward increased expenses 
translated into increased cost for the 
consumer. Undoubtedly the prices of 
merchandise which consumers pay in 
large stores are no more than equal to, 
and may be less than, those found in 
the smaller stores. Profits as a whole 
are as great in large stores as in the 
smaller units. If in spite of a tendency 
toward higher expense rates the larger 
store is enabled to obtain somewhat 
greater profits without charging higher 
prices, it is because of its more scien- 
tific method of merchandising which re- 
sults in smaller mark-downs. 

One of the substantial factors in the 
expense of retailing is known as “‘mark- 
downs.” This term indicates those re- 
ductions from the original selling price 
of merchandise which the merchant 
must take to dispose of it. Properly, a 
mark-down is a loss of profit, but inas- 
much as the margin between average 
cost and selling prices of merchandise 
must be sufficient to cover this depreci- 
ation in value, it can be designated as a 
cost of operation. In the average re- 
tail institution mark-downs vary be- 
tween 7% and 9% of sales; and in the 
style merchandise the reductions on sell- 
ing prices vary between 9% and 12%. 

Mark-downs result from conditions 
both within and without the retailers’ 
institutions. Mistakes in buying either 
as to quantities, assortments, or style 
may be responsible for the existence of 
slow-selling merchandise, disposal of 
which may require reductions in the 
selling prices. Anticipation of larger 
sales than are realized may leave unsold 
quantities upon the shelf. Unforeseen 
changes in style may reduce the selling 
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value of merchandise already purchased. 
Unseasonable weather may affect ad- 
versely the salability of merchandise 
procured in advance. Damaged or shop- 
worn goods** may require mark-downs 
for their disposition. 

Most of the causes of mark-downs 
lie in the necessity of anticipating mer- 
chandise needs. So long as buyers make 
mistakes, weather becomes unseason- 
able, and style vagaries of the public 
remain fickle—mark-downs will con- 
tinue to exist. The minimizing of mark- 
downs will depend upon: 


1. More accurate control methods 
2. Reducing the period of anticipation. 


Control methods in some form exist 
in nearly all retailing establishments. 
They are, however, still in the early 
stages of their development. The 
improvement of methods will be help- 
ful; but, after all, they must be help- 
ful to human beings who will use 
them as aids to judgment and super- 
vision of the relationship between the 
buying and selling of merchandise. 
Whatever reduction of mark-downs 
comes from the use of intensive applica- 
tion of men and methods will reduce the 
margin between initial selling prices and 
the prices at which merchandise is sold; 
but this saving will be obtained only 
through the application of time and 
effort of individuals to the work of 
supervision and controlling. It is safe 
to say that the reduction of mark-downs 
through control methods will increase 
operating expenses. 

The most effective means of minimiz- 
ing mark-downs lies in the reduction of 
the period of anticipating merchandise 
needs. It has been said that the ideal 
method of merchandising is to procure 
for today what will be sold today. Risks 
would be practically eliminated and 





“See page 13, “returned goods.” 
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mark-downs would no longer be a 
troublesome factor. Such an ideal is 
obviously impossible of accomplishment. 
Nevertheless, the tendency is definitely 
in that direction, and the effective use of 
control methods will stimulate it. 

Consumers impose their desires and 
their will upon the retailers. True, the 
imposition of this desire is negative; if 
goods or services are not satisfactory, 
the consumer refuses to buy. But the 
power of consumers is just as great as 
though their demands were made in 
positive language or edicts. 

The retailers must be guided by the 
consumers’ needs and must act as rep- 
resentatives of the consumers in the 
markets of the world. It is likely, 
therefore, that so long as consumers 
purchase in seasonal and unforeseen 
variation, the merchant must approach 
a hand-to-mouth policy. 

The manufacturer finds that this 
hand-to-mouth policy makes manufac- 
turing efficiency difficult to maintain. 
Future long-time commitments on the 
part of the retailer tend toward con- 
stant production and lower costs. The 
retailer must measure the advantage of 
lower manufacturing costs against the 
hazard of mark-downs through depre- 
ciation. It is not a question of compe- 
tition between the retailer and the 
manufacturer. It is entirely a result of 
the retailer’s desire to satisfy the needs 
of the consumer with the smallest risk 
to himself. 

The emphasis which is being placed 
upon the high cost of retailing will, if 
effective, concentrate the effort upon the 
factor in retailing which offers the 
greatest possible chance of saving. That 
factor is mark-downs. And reduction in 
mark-downs will come through the re- 
duction of the period of anticipation of 
consumers’ needs. Once manufacturing 


begins to be merchandised upon the 
basis of consumption, mass production 
will have passed its peak. Until recently, 
marketing has been concerned with 
the disposal of mass production.” | 
is not to be expected that America will 
depart form a quantity-production basis, 
But it is possible that production costs 
will increase, if pressure is removed 
from the present-day intensive selling 
methods. Manufacturing for a normal 
market, and finding a market for nor. 
mal manufacturing capacity, are not 
synonymous. The former puts the bur. 
den upon industry; the latter requires 
high-pressure marketing methods. 


Conclusion 


That the fields of marketing, distri- 
bution, and retailing gives opportunity 
for further economies is unquestioned. 
Those economies will be won only slow- 
ly and after careful study and with im- 
proved administration. That there is 
any tremendous waste in distribution 
has been unproved and will remain so 
until there can be established standards 
of practice and cost; and until the inter- 
locking relationship between manufac: 
turing and marketing costs can be 
divorced and analyzed separately. 

The manufacturer, wholesaler, and 
retailer are passengers upon the same 
industrial vessel, and no one can sit 
calmly by, watching the water pour into 
the hold through a hole created by the 
public loss of confidence either in manv- 
facturing costs or the retailers’ charges. 
The manufacturer is vitally interested 
in the effect that changes. in marketing 


will have upon his own problems. 





“The change in policy of the automobile fac 
tories is evidenced by the stock on hand in March, 
1924, and the overtime labor to catch up with the 
back orders of 1925. 
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STRUCTURAL FEATURES OF SHOP- 
COMMITTEE PLANS' 


By JOHN W. RIEGEL 


ISREGARDING exceptional and 
D minor purposes, the aims of 

employee representation are to 
bring grievances to the attention of com- 
pany officials, to advise regarding, and 
perhaps administer, welfare and service 
activities, to educate workmen in mat- 
ters of mutual interest, and to negotiate 
wages and general working rules. These 
objectives assumed varying degrees of 
importance in the minds of executives 
having experience with this form of in- 
dustrial relationship in approximately 
50 companies visited by the writer. Pur- 
poses that were fundamental in one plan 
were inconsequential or absent in an- 
other. This difference in objectives is 
of primary importance in deciding upon 
the make-up and relationships of repre- 
sentative bodies. 

Contrasted with the motives and char- 
acter of employer and employees in- 
volved, and the economic conditions 
under which a plan is expected to 
operate, its structure is a secondary 
consideration. Nevertheless, structural 
arrangements affect the success of em- 
ployee representation intended to deal 
with important issues. In several in- 
stances noted in this study, representa- 
tive bodies had been revised in the 
interest of greater effectiveness, and in 
some companies employee representa- 
tion had been abolished altogether 


‘The writer wishes to acknowledge his indebted- 
ness to F. P. Cox and K. M. Bradley, of the Gen- 
eral Electric Company, Lynn Works; to E. D. 
Smith, of the Dennison Manufacturing Company; 
to Fred W. Climer, of the Goodyear Tire and Rub- 
ber Company, who examined and approved the 
charts accompanying this paper. 


because the mechanisms initially estab- 
lished were cumbersome or improperly 
constituted. 

In setting up shop committees a line 
of demarcation must be drawn between 
the managerial staff and the employees. 
Some plans state that persons having 
the power to hire and discharge are in- 
eligible to vote for or serve as represen- 
tatives of employees; others enumerate 
the titles of those in the managerial 
ranks. The grouping is not attended 
with difficulties unless certain ‘“employ- 
ees’ obviously discharge managerial 
functions. Instructors and _ leading 
hands in manufacturing establishments, 
supervisors in telephone exchanges, and 
section foremen in a construction and 
maintenance crew are cases in point. 
Several decisions in this matter turned 
upon whether the supervisor was 
looked upon by the employees as one of 
them, despite the fact that he possessed 
a title. 

In a few companies the classification 
of clerks as employees was criticized by 
the manual workers, who held that 
clerks should be affliated with the man- 
agement. The manual workers men- 
tioned that clerks possessed confidential 
information, that they were obligated to 
report delinquencies of manual work- 
ers, and that a common view-point did 
not exist in the two groups of em- 
ployees. One company, having a num- 
ber of plants, decided to accede to 
similar views expressed by its shop em- 
ployees, and its clerical workers do not 
participate in the plan of represen- 
tation. 
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The Employees’ Association 


Eight of the companies visited recog- 
nized employees’ associations or ‘“‘com- 
pany unions,” whose officials acted as 
the employees’ representatives. In one 
shoe company, for example, all persons 
hired are required to join the employees’ 
association, which has over a thousand 
members. The association’s board of 
directors, composed of an equal number 
of managerial and employee representa- 
tives, has final authority over disputed 
questions, with the proviso that in case 
of a deadlock the issue would be re- 
ferred to arbitration. Appeals are 
made to this board from a “shop com- 
mittee’’ having primary jurisdiction over 
employees’ problems. The shop com- 
mittee is a larger group, composed 
entirely of employees representing the 
various shop departments. It selects 
the employees who sit upon the execu- 
tive committee. It elects a chairman, 
who acts as business agent for the em- 
ployees and devotes his entire working 
time to their interests. The business 
agent receives a salary paid from the 
treasury of the association. Any person 
proposed for this office must be ap- 
proved by the board of directors before 
his name can be listed as a nominee.* 

A clothing factory furnishes another 
example of an association of employees 
being recognized by the employer. Un- 
der the provisions of this plan, all em- 
ployees who have been on the company’s 
pay-roll for 30 days and who do not 
hold executive positions are required to 
join the operatives’ association. The 
association elects representatives to a 
council, and this body elects an employee 
to serve as shop representative or busi- 





"The by-laws do not debar a person not in the 
employ of the company from being a_ business 
agent of the employees. To date the business agents 
selected have been employees of the company. 


ness agent for association member; 
The representative is paid from the 
treasury of the operatives’ association: 
he is relieved of all regular duties as ap 
employee and devotes all of his time to 
the employees’ interests. The opera. 
tives’ council initiates and receives ree. 
ommendations affecting the working 
force. This council and the managerial 
councils must agree upon a recommen. 
dation before it becomes part of the 
standard practice of the plant. 

Slightly different from the preceding 
cases is the relationship between a public 
utility company and the association of 
its employees. Here the association of 
employees is recognized in a written 
contract. Organized originally for relief 
and fraternal purposes, this associa- 
tion gradually has increased its func. 
tions, and by April, 1918, most of the 
company’s employees were included in 
its membership. The company was 
‘desirous of establishing on a permanent 
basis its relations with its employees as 
represented in the association, and af- 
fording means by which employees 
could have a voice in the determination 
of working conditions, wages, and their 
social welfare, so far as these matters 
were within the control of the com- 
pany.” To this end the company signed 
an agreement with the association cover- 
ing wages, working conditions, and 
contributions toward benefit funds. 
One clause of the agreement provides 
for appeal to arbitration in the event 
that the parties fail to agree. 

Under this agreement the company 
bound itself to “employ only those ap- 
plicants for positions who indicate their 
willingness to become members of the 
association’; and to “undertake to 
secure application for membership in the 
association from all persons hereafter 
employed by it.” The association was 
to “provide the company with all the 
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employees which the company may re- 
quire in order to carry on effectively its 
business and perform its duties to the 
public.” With respect to wages and 
working conditions, the company under- 
took “to treat collectively with members 
of the association through labor-adjust- 
ment committees and the board of 
directors of the association.” 

Employees of a large telephone com- 
pany and employees of a large telegraph 
company have adopted the association 
basis of representation. In both cases 
a previously existing benefit association 
was clothed with power to deal with 
wages and working conditions and other 
subjects of mutual interest. In a large 
eastern city the employees of the street 
railway company years ago formed a 
cooperative welfare association for 
mutual benefit. In 1918 that association 
was clothed with powers of representa- 
tion and collective bargaining. 

The memoranda establishing these 
“company unions” are significant in two 
regards. First, no dates are mentioned 
upon which the relationships are to 
expire. The memoranda are charters 
of a certain form of industrial relation- 
ship rather than schedules of employ- 
ment conditions to be maintained for a 
period. Second, they provide for fre- 
quent and regular contact of the nego- 
tiators, who thereby are acquainted fully 
with each other’s points of view, and 
are likely to take prompt cognizance of 
changed conditions. It is not intended 
that negotiators shall meet only when 
new terms of employment are to be 
agreed upon, nor concern themselves 
solely with controversial issues. 

By means of such associations, em- 
ployees can conduct negotiations as a 
body. An association can assume obli- 
gations under agreements with the 
employer, and it can discipline members 
who do not act in accord with its com- 
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mitments. Since company officials are 
ineligible for membership, its meetings 
are not attended by them except upon 
invitation, and discussions therein are not 
subject to restraint on this score. The 
private meetings also furnish means for 
the officers of the association to obtain 
the sentiment of the membership on 
current issues. In order that the officers 
of the association may speak for all em- 
ployees, several plans specify that after 
a probationary period every person 
hired must join the employees’ organi- 
zation. Such an association probably 
yields employees more power in nego- 
tiations than they would possess with- 
out it. The association can select and 
pay representatives and hold them ac- 
countable for the discharge of their 
duties. The business agent is likely to 
be aggressive and to bring problems 
forward for solution that might not be 
pressed by an employee without official 
status. Foremen would find it im- 
possible to discriminate against the busi- 
ness agent, in ways open to them, in the 
case of employees whom they supervise. 

Objections are made to the employees’ 
association by some managers who 
visualize conditions from their expe- 
rience as the setting for it. Thus, a 
“company union’’ might be a hazardous 
experiment if labor relations were 
strained, if the average length of service 
were brief, and if the employees were an 
irresponsible group. The acquisition 
of power by the employees probably 
would not improve the situation. The 
association might make excessive de- 
mands at the first opportunity; later 
it would be repudiated by the manage- 
ment when labor became more plentiful. 

Another danger connected with the 
association basis of representation is the 
key position of the leaders and the busi- 
ness agents. The capacity, tempera- 
ment, and honesty of these people can 
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condition the success of the relationship. 
It can be jeopardized if they make ex- 
travagant promises to their constituents, 
or advance demands, not because of 
belief in the justice of the demands, but 
to obtain personal approval. There is 
some probability of these acts when 
men are obliged at intervals to win a 
contest for office by appealing to pop- 
ular choice. 

The majority of shop-committee 
plans afford employees no independent 
organization. Their spokesmen are 
fellow workers who do not speak as 
oficials of an employees’ association. 


Methods of Grouping Employees for 
Representation 


Three methods of grouping em- 
ployees for the purpose of representa- 
tion are in vogue: one is to apportion 
representatives to departments or divi- 
sions of the plant; the second is to ap- 
portion representatives to crafts; and 
the third is representation at large. 

1. The majority of plans investi- 
gated allotted representatives to de- 
partments or divisions of the works. 
Under this scheme it is probable that 
employee representatives will be fami- 
liar with general operating conditions 
in their districts and with the super- 
visors there. That knowledge is a 
prerequisite for adjusting personal griev- 
ances and for understanding the tech- 
nical and human factors involved in 
questions submitted to the representa- 
tives by the management. The physical 
grouping of his constituents, moreover, 
enables each representative to know 





*If each craft deals separately with management 
officials, its spokesmen may consider its interests 
to the exclusion of the interests of other groups 
and the welfare of the plant. One large company 
that had representation of this character found 
that its committees wished to consider wages and 
work standards for their respective crafts exclu- 








































them personally without excessive e,. 
penditure of time and effort. 

2. Allocation of representatives to 
crafts employed was urged by some 
workmen on the ground that the repre. 
sentatives would understand the work 
of their constituents. It was stated that 
departmental allocation results in rep. 
resentation by persons not acquainted 
with the work of all constituents when 
these belong to various crafts. 

A craft possessing an advantageous 
bargaining position might desire the 
allocation of representatives to crafts, 
as that arrangement would enable it to 
exert pressure upon the company for 
concessions.* 

Where labor unions are recognized as 
representing a portion of the employees, 
the craft basis of representation may be 
necessary. Thus the union employees 
may not object to employee represen- 
tation if their craft is recognized as 
such, and if they may choose spokesmen 
according to union rules. These re- 
quirements may be desirable from their 
standpoint to safeguard the sover- 
eignty of the union in its sphere. 

The allocation of representatives to 
crafts is difficult if semiskilled men pre- 
dominate in the work-force and craft 
lines have been obliterated. The princ- 
ple also may not be practicable if vary- 
ing numbers of many crafts are em- 
ployed. The strict application of the 
rule in that instance would result in an 
unwieldy committee or in different ratios 
of representation.* A number of crafts 
would have to be grouped to yield un- 
form ratios of representation, but then 
the representatives would not be famil- 





sively. The settlement of the dispute with one 
craft was followed by demands from another craft. 
At no time, said an executive of the company, W2 
there lack of tension in the committees. The com- 
pany found it necessary to revise its plan in this 
particular. f 
‘The number of constituents to one representative. 
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iar with the work of all their constitu- 
ents, and an argument in favor of this 
mode of allocating representatives 
would not apply. At times these issues 
are not present; crafts employed coin- 
cide with departmental organization. 

By allocating representatives tocrafts, 
the company is able to deal with broad 
groups of labor independently, and to 
preserve to some extent the class dis- 
tinctions often of great importance 
socially among workmen in various call- 
ings. When creating electoral districts, 
departments should be combined which 
employ similar grades of labor, but the 
desirability of having adjacent areas 
served by a representative is to be borne 
in mind. It is probable that the objec- 
tion to the departmental basis of allo- 
cation, raised at times by skilled men, 
is due to their unwillingness to be repre- 
sented by men of lower rating, whom 
they expect to see elected by an element 
in the department more numerous than 
their own group. 

A combination of bases for allotting 
representatives was noted in the plan 
of a street railway. In that plan the 
location or station was chosen as the 
primary unit. Thus was assured contact 
with immediate superiors and the settle- 
ment of many issues without appeal to 
higher bodies. At each station, how- 
ever, there was a separate committee 
for the workers in each branch of the 
service. The platform men had their 
committee; the maintenance-of-way em- 
ployees theirs, and so on. This was 
necessary because of different working 
conditions, different officials, and differ- 
ent types of employees in the several 
“departments.” 

All local committees in any “depart- 
ment’ —say the rolling-stock division— 
were represented on a “department 
committee.” Technical problems were 
introduced for discussion in the depart- 
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ment committees. To the department 
committees also were referred questions 
that local committees had been unable 
to settle. Proposed adjustments that 
established important precedents were 
referred to the department committees, 
so that representatives of all localities 
were consulted before action was taken. 

An equal number of members of each 
department committee sat upon a gen- 
eral committee, which was the one of 
highest authority. Thus was restored 
the balance between the several branches 
of the service. The general committee 
considered questions of concern to all 
of the company’s employees and issues 
that had not been settled by the depart- 
ment committees. 

The allocation of representatives be- 
came an issue at one plant of a large 
company, which amended the provisions 
of its plan to meet the problem. The 
facts were these: pattern-makers, tool- 
room employees, and carpenters were 
grouped and allotted one representative 
at this plant. The tool-room employees 
slightly outnumbered the other groups 
combined. Each craft proposed nomi- 
nees, and the tool-room elected the man 
of its choice. The other crafts claimed 
that under the rules they never would 
have proper representation. To meet 
this and analogous situations, a provi- 
sion was added to the constitution which 
empowered employee representatives, 
subject to the approval of the shop com- 
mittee, to designate men to serve as 
their deputies. Under the amendment, 
also, the shop committee could order 
deputies elected by the various groups 
in an electoral district. The deputies 
were to assist the representative, they 
could attend committee meetings with 
the consent of the committee and their 
representative, and could substitute for 
the representative in his absence. In this 
company, craft groups can obtain rep- 
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resentation through deputies, although 
the general scheme of allotment is ac- 
cording to department or location. 

3. In two establishments that were 
visited, representatives had been elected 
at large. One had discontinued the 
scheme; the other had supplemented 
it by departmental representation. In 
the second company, employees selected 
representatives at large to deal with 
subjects of general interest, and depart- 
ment representatives to gather material 
for the works council and interpret its 
rulings in their districts. An executive 
of this company held that by election 
at large the most capable persons could 
be selected as representatives, regard- 
less of their ‘‘residence” or craft afflia- 
tion. He believed that committeemen 
selected in this way would consider the 
interests of the business as a whole, and 
not the claims of any department or 
class of workers. He recognized a need 
for local representation, however, to 
deal with minor issues and remove 
these from the docket of the works 
committee. Local representation was 
needed also to sense employee sentiment 
in all departments and to aid in inform- 
ing employees of council action. 

Both companies that tried the system 
employed normally about 500 people. 
In a large organization representatives 
so chosen would have no limited con- 
stituency to whom they owed obliga- 
tions. Problems involving any divisions 
of the service not represented upon the 
committee might not be handled prop- 
erly. Departmental committees of 
initial jurisdiction would have to be 
established to prevent local issues from 
crowding the calendar of the general 
conference. 

Representation at large as an exclu- 
sive arrangement appears to be feasible 
only in the small plant, where employees’ 
delegates have easy access to all depart- 


ments and can become acquainted with 
a large proportion of the workmen, 
Departmental friction and antagonism 
should be at a minimum, if the advan. 
tages claimed for this method of choos. 
ing representatives are to be realized, 
There should be no need for committees 
of initial and final jurisdiction in the 
plant. 


Size of Committees 


1. The size of representative bodies 
should be conducive to the successful 
discharge of their primary functions. 
A grievance committee is primarily a 
fact-finding and quasi-judicial body. Its 
members are expected to adopt a non- 
partisan attitude. It should be able to 
act with dispatch. Its size should not 
awe those who appear before it, nor 
should its size cause misgivings that 
statements made before it will reach 
outsiders. The membership should be 
limited so that each committeeman will 
feel responsibility for decisions and the 
duty of carefully weighing evidence. 
The members should be familiar with 
precedents and be able to foresee the 
probable outcome of their votes. These 
requirements demand capable com- 
mitteemen, able to sense the effect of 
their decisions upon the rank and fie 
and upon the supervisory force, to the 
end that the decisions of the committee 
will be positive influences for better dis- 
cipline and plant morale.° 

2. Acommittee serving an educational 
purpose primarily can be larger than a 
body discharging a quasi-judicial func- 
tion. The membership of such groups 
should be typical of the employees and 





*Reference is made in the text to the committee 
of higher authority. The committee of initial 


jurisdiction often would be a department committee, 
composed of two employee representatives and two 
officials in the department. 
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of the management. A large member- 
ship tends to this end, and it also pro- 
vides a greater number of informed 
persons in the works. Equal numbers 
of employees and officials need not at- 
tend a committee of this kind. The 
complement of executives may consist 
of one from each line and each staff de- 
partment, and attendance only of those 
interested in the subjects on the agenda 
need be expected. Each employee rep- 
resentative on such a committee has to 
confer with fewer constituents regard- 
ing any program under consideration. 
The employee committeemen collec- 
tively will be cognizant of conditions and 
the sentiment of the workmen in all 
parts of the plant. 

One of the chief advantages of the 
large committee is the opportunity af- 
forded many persons in the organization 
to serve upon it. In the course of time a 
substantial number of members and ex- 
members will be found in the supervi- 
sory and employee ranks, each having 
had the educational advantages of par- 
ticipation in its sessions. 

A disadvantage of the large committee 
is the hesitancy of many members to 
express themselves in itssessions. There- 
fore, the entire committee should con- 
vene infrequently, perhaps bimonthly 
or quarterly. Special meetings to dis- 
cuss items of a pressing nature can be 
held upon call of the officers, and mem- 
bers can be seen individually on ques- 
tions involving no difference of interest 
between employer and employee. An 
example was the reference to employee 
committeemen of the method they 
wished the company to follow in digest- 
ing and issuing summaries of reports of 
local charities to which the employees as 
a body contributed funds. 

Subgroups can convene in intervals 
between the meetings of the entire com- 
mittee. In these gatherings the chair- 


man can ask employees to suggest items 
to be brought before the larger body. 
He can seek the employees’ reactions to 
the company’s program, and amplify 
and illustrate the policies stated in the 
large meeting. In these smaller gather- 
ings the difident members should be less 
hesitant to express themselves. 

The chairman or secretary of the 
meetings may be a company official in 
whom the employees have confidence, 
as one sensitive and sympathetic to their 
interests. When preparing the docket 
for the larger meetings, he can tell the 
subgroups of items to be discussed, so 
that they can devote thought to these 
issues before the meeting of the entire 
committee is held. In its sessions offi- 
cials can answer questions brought up in 
the smaller groups and then pass on to 
matters of general significance, such as 
the business outlook, comments from 
customers, records of achievement, op- 
portunities for improvement, the work 
of the staff departments, explanations 
of new methods, and similar topics. 

3. A small committee is fitted to nego- 
tiate wages and working conditions. Its 
procedure can be informal and expedi- 
tious. Records and documents can be 
introduced for examination. The com- 
mitteemen will possess a sense of re- 
sponsibility greater than that which 
would be held by them if the body were 
larger. The small membership necessi- 
tates a rigorous selection of candidates, 
and thus tends to assure capable repre- 
sentation. 

In a large committee, on the other 
hand, there might be appeals to prej- 
udice or mass action, whereas a review 
of pertinent facts and judgment of prob- 
abilities are required to arrive at satis- 
factory terms in a wage negotiation. 

4. Without reference to its primary 
aim, a small committee dealing with 
questions vital to both sides will sustain 
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pressure at times. Employee members, 
moreover, may come under the influence 
of a manager of commanding ability. 
Even if convinced by mild persuasion, 
they may be charged with duplicity by 
their fellows. Members of a small com- 
mittee, moreover, may not be fully 
cognizant of conditions and opinions 
throughout the works. Finally, the 
fewer the committeemen and the greater 
their prestige, the more likelihood that 
personal “machines” will be erected. 

Large committees also present diff- 
culties, and some executives have been 
unable to work with them owing to a 
lack of political sense. The probable 
success of a large committee certainly is 
affected by the caliber of employees 
likely to be elected to it. The manage- 
ment must be able to answer questions 
from such a body, and to do so necessi- 
tates close control over plant operations 
and possession of adequate data. 

A plan of employee representation 
with several objectives may establish 
large and small committees. A large 
“policy committee” of employee repre- 
sentatives can ascertain and voice the 
opinions of the rank and file. After 
private discussion, it can suggest steps 
to be taken by any members who sit on 
smaller joint committees. The smaller 
committees can deal with grievances, 
can investigate problems in special fields, 
and can administer a welfare program. 
A small bipartisan conference can nego- 
tiate wages and general working con- 
ditions. At times these negotiations 
may be interrupted until employee 
members can acquaint the employee 
representatives on the larger “policy 
committee”’ with findings resulting from 
the joint review of the issues. In this 
way, too, the larger body is given an 
opportunity to endorse proposals of its 
negotiators before they enter into an 
agreement. 


Ratio of Representation 


A question associated with the proper 
size of committees is that pertaining to 
the ratio to be maintained on the ayer. 
age between the number of constituents 
and each representative. At times the 
numbers employed and the scheme of 
plant organization reduce this problem 
to an exercise in division. More often, 
however, ratios so obtained would be 
too large for proper representation, 
and then an intermediate process of se. 
lection to general committees is neces- 
sary. At the Lynn plant of the General 
Electric Company, for example, the 
small executive committee and a reason- 
ably low ratio of representation are both 
obtained by having a conference, made 
up of all employee representatives, 
select the employee members of standing 
joint committees. At times operating 
conditions are different at the various 
plants or branches of the company, and 
a ratio of representation is not capable 
of universal application. Thus, ratios 
of representation vary in the several 
camps of a coal mining company, in the 
car-barns of a street railway, and in ex- 
changes of a telephone company. 

Representatives selected to deal with 
employees’ grievances primarily can 
serve 100 or 200 workmen satisfacto- 
rily. That number of constituents is 
not so large that the representative can- 
not be acquainted personally with most 
of them. If many crafts are employed, 
working under different circumstances, 
a smaller ratio of representation may be 
advisable, for the reason that each rep- 
resentative be conversant with the many 
operating problems of his constitu- 
ents. 

A plan whereby employee represen- 
tatives may be typical of their fellows, 
so that they will reflect the prevailing 
opinion among the employees, and 
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Note ! Note 2 
The plan at the River Works varies slightly from the plan |  sarsned of —- pone amen and of the General Joint 
at the West Lynn Works in that a case referred to the de- be approved for correct- 
partment head is not then resubmitted to the Joint Shop | an of procedure. by the ten Procedure, and Elections 
Committee. Upon the employee's appeal it is referred to | i has no jurisdiction regarding 
the Adjustment Committee po etl 











The light lines in the diagram indicate the sources of personnel serving on the several 
boards. The dash lines show the successive steps taken by an employee in appealing a 
case. The case does not proceed beyond any stage except on the initiative of the em- 
ployees. The General Joint Committees do not act upon grievance cases but have other 
functions. Note the part played by the Committee on Rules, which reviews decisions from 
the standpoint of procedure, but has no jurisdiction over questions of fact; note, also, 
the reference of a case to the department head, after it has been passed on by the shop 
committee. Once every month the employees’ representatives meet for private discussion 
without any member of the supervisory force present. They meet semiannually to choose 
employee members of the General Joint Committees. 


whereby employee representatives may committees on special subjects is not a 
serve also as the “informed” men in problem. The membership of those 
their shop circles, should establish a committees is determined by considera- 
small ratio of representation. That tions mentioned in the preceding sec- 
ratio may be 25 constituents to I repre-_ tion. 

sentative. In this discussion the ratio 

of representation has meant the numeri- Make-up of Committees 

cal relation between constituents and 





the several representatives on commit- 
tees of primary jurisdiction. The ratio 
between workmen and employee mem- 
bers of appellate committees and 


The chief merits of the bipartite com- 
mittee, the type most commonly found 
in shop-committee systems, are that it 
promotes the personal acquaintance of 
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the parties; second, its members can ar- 
rive at decisions more expeditiously than 
if topics had to be debated successively 
in partisan bodies; finally, it is a safe- 
guard against erroneous impressions, 
since the discussion clarifies the views 
and shades of opinion expressed by both 
sides. 

Partisan bodies, encountered in 12 
plants visited in the course of this study, 
were defended on the ground that the 
typical employee representative did not 
express himself in a bipartite committee, 
either through a sense of inferior capa- 
city or fear of discrimination on the part 
of the management for aggressive or 
critical views. If substantial differences 
of ability exist among the groups and 
are permitted to become an outstanding 
feature of committee meetings, employee 
representatives no doubt will find their 
duties distasteful. 

Some employers thought that fre- 
quently the less capable employee rep- 
resentatives selected a fellow represen- 
tative to do their thinking for them. Such 
men take no part in discussions, but in a 
bipartite committee they might oppose 
the management when important ques- 
tions are submitted to a vote, to prevent 
being accused of having been deceived 
by the management. In a partisan con- 
ference, however, the more capable 
members would debate subjects on the 
docket, and the other members could 
absorb the arguments then frankly 
stated. There would be more likelihood 
that the dependent representative would 
exercise choice in following mentors in 
a partisan than in a bipartite committee. 

Contrary opinion held that employee 
representatives would not often favor a 





*A unique scheme to obtain the advantages of 
joint meetings with some of those separate meetings 
is in vogue in one company. The practice there 
is that both groups meet simultaneously in the same 
hall, but their meetings are conducted as though 


management proposal in a partisan con. 
ference, and that leaders developed jn 
such a conference would be talkers 
rather than thinkers and doers. 

These differences of opinion are based 
on underlying assumptions regarding the 
employee representatives. One view 
doubts their ability to treat problems 
without the guiding hand of manage. 
ment; the other questions their aggres. 
siveness in the presence of company 
officials, and perhaps reflects some sus. 
picion that minor executives might 
discriminate against employee represen. 
tatives.® 

A number of committees noted con- 
sisted of but one or two officials and a 
score or more employees. The reasons 
for creating bodies of this sort were to 
promote free expression by the employ- 
ees, to impose small demand upon the 
time of executives, and to establish 
a channel of communication which 
shunted the foreman. 

The success of this arrangement de- 
pends in part upon the personalities and 
status of the management representa- 
tives. If they are minor executives, the 
approach to the authorities is still in- 
direct. Employees must rely upon one 
or two men to present their views to the 
higher officials. A minor executive in 
this capacity would find himself in a 
difficult position. Held responsible by 
the employees if their requests were not 
granted, he would be opposed by fellow 
officials, if from their standpoint he was 
too aggressive in advancing those re- 
quests. 

This form of committee is not objec 
tionable if its primary purpose is to in- 
form employees of company problems. 





each group were an independent body. Separate 
officers preside over the two delegations, and 4 
joint chairman decides points of order and trans 
fers the conduct of business from one body to the 
other. Either faction may retire from the ball for 
private conference. 
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The arrangement, however, permits 
only a limited number of personal con- 
tacts between officials and employees 
—just a few executives obtain the educa- 
tional benefits of meetings with em- 
ployee representatives. Its most serious 
defect is that it arouses the opposition 
of line executives. They believe that 
employees will make charges in the com- 
mittee which foremen should be permit- 
ted to answer. Consequently, this type 
of committee causes friction in the 
executive ranks. In operation, the com- 
mittee confirms the views of the fore- 
men, since the phases of shop council 
discussion probably brought to their at- 
tention are criticisms of their methods. 
A further unfortunate effect of this 
form of committee was that talebearing 
was indulged in by a few representa- 
tives who thought to curry favor with 
their superiors. 

Committees that are to deal with 
grievances or those that are expected to 
make constructive suggestions should be 
joint bodies. The views of both parties 
are constantly required in treating with 
such matters. A committee to negotiate 
issues on which interests diverge must 
be bipartite. Its employee members 
should be privileged to confer with a 
larger body of employees’ representa- 
tives so that they are in touch with the 
views of the rank and file. In this way, 
too, the larger partisan body is ac- 
quainted with the employer’s conten- 
tions and can review its case in the light 
of his arguments. No charge of coer- 
cion can be made upon the ratification 
by the larger “policy committee” of 
terms agreed upon by its executive com- 
mittee and the employer. This recom- 
mendation presumes that the employees 
will not abuse the privilege of private 
discussion, and that the company’s wage 
scale and the working conditions af- 
forded its employees can be demon- 


strated by it to be equal to market 
standards, 


Relations and Functions of Representa- 
tive Bodies 


1. At the base of the structure of 
many plans of employee representation 
are joint local committees, having pri- 
mary jurisdiction over questions that 
have arisen within the precinct or craft. 
With few exceptions these bodies do 
not act upon the issue before the ag- 
grieved party has submitted his case to 
the official regularly in charge of the 
precinct or craft. Commonly these 
committees consist of the employee rep- 
resentatives and the department fore- 
man. These local committees are in- 
formal agencies for conciliation. 

Usually committees of primary juris- 
diction settle a large proportion of the 
cases that come before them, but their 
effectiveness should not be appraised by 
lumping together cases of all sorts and 
ascertaining the ratio of elimination at 
this stage. Cases of interest to other 
precincts or to the entire organization 
are carried to higher committees, and 
these cases, although numerically few, 
are far more important. 

2. Many appellate boards are similar 
in make-up to the board of initial re- 
view, except that their jurisdiction ex- 
tends over a wider area. In a large 
organization, such as the Pennsylvania 
Railroad, there may be two or more 
intermediate committees before a case 
on appeal reaches the bipartite confer- 
ence of highest authority. From such 
conferences issues may be carried for 
decision to general executives, to boards 
of directors, or to arbitration. 

3. In a number of plans questions 
failing of satisfactory adjustment in the 
local committee are referred to joint 
standing committees on various subjects. 
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In this diagram the light lines indicate the sources of personnel on the several committees. 
The dash lines show the successive steps taken: (1) in connection with a request by em- 
ployees or the management, (2) in connection with resolutions and bills originating in the 
Senate or House, whose membership consists of employee representatives. Note the com- 
bination of joint and partisan committees, permitting alternative methods of action. Deci- 
sions by the joint conference, if contested, would be referred to the employees’ congress, whose 
action is subject to the approval of the factory manager. The congress, by 34 vote, may 
pass a measure that has been vetoed by the factory manager, but that action is subject to 
the approval of the board of directors, whose action is final. 


Such committees may deal with ques- 
tions arising in any section of the works. 
The subjects are allotted in such a way 
that persons on any committee probably 
will be interested in, and qualified to 
deal with, all issues referred to it. A 
review of plans in this particular will 
yield illustrations of joint standing com- 
mittees on wages, on production sched- 
ules and quality, on improved methods 
and economies, on safety and relief pro- 
grams, on athletics and amusements, 
on education and works paper, and so 
forth.’ 


A joint standing committee offers the 


advantages of specialization. Its mem- 
bers become well acquainted with a re- 
stricted field, and it acquires ability 
to dispose of business quickly. The 
demerits are a tendency to lose sight of 
the ramifications of its decisions and the 
greater ease with which one dominant 
personality can dictate decisions in 4 
small group. Special committees on con- 
troversial subjects, therefore, should con- 





"In several cases observed in this study standing 
committees were appointed that found little to do. 
In those instances the appointees felt that their 
offices had no importance and the plan of represen 
tation was a hollow affair. 
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fine themselves to ascertaining facts and 
defining points at issue. Their findings 
can be debated in the parent committee. 
Otherwise, factional struggle will be 
continued in the special committee, 
whereas that body should endeavor to 
narrow the field of controversy. 

Standing committees of especial signi- 
ficance are those on “minutes and pub- 
licity” and those on “rules.” The first- 
named committees summarize and issue 
the transaction of works councils for 
the information of the employees. This 
power is delegated to them so that re- 
ports may be made to the constituents 
promptly. Committees on rules review 
procedure under representation plans, 
and decide, for example, whether a case 
was presented properly, or whether a 
certain committee’s action was regular 
and within its powers. The standing 
committee on rules may be responsible 
also for the conduct of elections. The 
purpose of a committee on rules and 
procedure is to safeguard the rights of 
the company and the rights of the em- 
ployees under a plan of representation. 
Although its requirements may render 
a plan formal, the committee on rules 
serves to prevent irregularities which 
later might become troublesome prec- 
edents. 

4. Instead of standing committees, 
some executives favored temporary com- 
mittees on special subjects, as being less 
likely to result in “overorganization.”’ 
They believed, also, that greater in- 
terest is shown by appointees assigned 
to specific current problems than by 
those assigned to a standing committee. 
I'he temporary special committee has a 
definite aim. Its program is organized 
easily, and there is less call for initiative 
on the part of its members. 

In order that expert talent may be 
available for assignment to standing 
or temporary committees on specific 


subjects, several plans state that ap- 
pointments to those bodies need not be 
confined to representatives, but that the 
selection may be made from among any 
of the employees or officials. 

5. A number of plans originally 
provided for partisan committees of 
employees and of foremen or other off- 
cials; these bodies acted concurrently 
upon proposals. The conclusion from a 
review of the operation of plans of this 
character is that partisan bodies, having 
concurrent powers, are likely to be un- 
successful. Their calendars are crowded 
with small cases, constructive leadership 
is lacking in the employees’ committees, 
procedure is cumbersome and _ time- 
consuming, misunderstandings are not 
quickly eradicated. The foremen’s com- 
mittee under this general scheme tends 
to be critical of measures proposed 
by the employees’ committee. The 
foremen’s attitude toward the other 
committee was defensive and even ob- 
structive.® 

Most of the partisan bodies reviewed 
in this study were supplemented by ac- 
tively functioning joint committees. 
Opinions crystallized in partisan debate 
were transmitted through representa- 
tives upon the joint conferences. The 
partisan bodies were intended to pro- 
mote free expression on the part of the 
employee representatives, to bring about 
their education by throwing them upon 
their own resources, to cause them to 
assume responsibility, and to prevent 
undue influence of employee representa- 
tives by officials. 

6. In several companies joint con- 
ferences are held at infrequent intervals 
to consider the progress and prospects 
of employee representation in their or- 





*These comments do not refer to the more com- 
mon “foremen’s conference,” which is an educa- 
tional device, and distinct from employee repre- 
sentation. 
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In this diagram the light lines indicate the sources of personnel on the several committees. 
The dash lines show the channels of appeal in (1) a personal grievance initiated by an 
employee, (2) a recommentation (not a personal grievance) initiated by the General Works 


Committee or by the management. 


Note the different purposes of the two partisan com- 


mittees, also the relationship between the small joint conference or “drafting” committees 
and the General Works Council. Executive power is vested in the management exclusively. 
The company prefers that matters brought up by departmeat representatives follow 
methods 1 or 2. Method 3 tends to convert local issues into general questions by present- 
ing them at such an early stage in the General Works Committee. 


ganizations. These meetings are social 
and educational in nature; no business 
is transacted at the sessions. 

7. Several large corporations oper- 
ating plants at various places have pro- 
vided for interplant conferences. One 
such conference had revised the consti- 
tution of the representation plan; 
another had debated the necessity of a 
wage reduction in 1921, and had or- 
dered one into effect; a third had dis- 
cussed general questions concerned with 
wages, production schedules, and quality 
of output. 


The interplant conference does not 
seem to be an important feature of those 
plans providing for it. It may serve to 
amend a plan or to bring employees of 
several plants together in the interest 
of company spirit, and to meet the chief 
executives. In such a gathering the of- 
ficials are unified and disciplined, where- 
as the employees are strangers to one 
another. Hence the body is not well 
fitted to decide disputed questions or 
transact business efficiently. Finally, 
the interplant conference is an expensive 
procedure. 
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A corporation whose plants are ho- 
mogeneous can utilize the interplant 
conference to better advantage than the 
company whose properties perform com- 
plementary or successive operations on 
its products. Another governing con- 
sideration is the degree of centraliza- 


tion that characterizes the management. 
Some corporations permit each plant 
manager a large degree of autonomy— 
labor policies in its plants may vary con- 
siderably. In that type of organization 
the interplant conference might not be 
feasible. 











SOME ASPECTS OF PUBLIC 


UTILITY REGULATION 


By THEODORE H. DILLON 


"Tee public utility business, under 


regulation and control by the 

state, is a compromise between 
public and private business. In view of 
the increasing service being rendered by 
these utilities, and of the quite evident 
tendency to consider other businesses as 
being “‘affected with a public interest,”’ 
and to include them by legislative act 
within the class of public utilities, it is 
interesting to inquire whether this com- 
promise between the public business and 
private business has been effective. Has 
regulation, on the whole, been beneficial 
or detrimental in the past, and does the 
present trend of regulation offer either 
the necessary driving force or incentive 
to the most useful development of these 
industries in the future? If not, how 
can regulation be improved? 

This article does not pretend to an- 
swer these questions but merely to open 
a discussion of public utility regulation 
by calling attention to certain possibili- 
ties for good and evil in the conduct of 
the business by the companies themselves 
and in the attitude of courts and com- 
missions, as represented in their current 
decisions. 


Historical Summary of Regulation 


A public utility is defined as a business 
which is “affected with a public interest,” 
and its nature will be the more readily 
understood by considering, briefly, the 
historical development of public price- 
fixing and regulation. 

The principle of regulation is not an 
American product of comparatively re- 








cent date, as is commonly supposed, but 
has come down from the common and 
statute law of England in medieval 
times. “In the Middle Ages, not only 
did the law regulate business indirectly 
through the courts, but Parliament itself 
frequently regulated the prices of the 
necessities of life by direct legislation, 
‘The great staples, like wool and food, 
were habitually regulated in this way, 
and the employment and the price of 
labor was a subject of statutory provi- 
sion. Thus, in 1266, Henry III, after 
reciting former statutes to the same ef- 
fect, regulated the price of bread and 
ale according to the price of wheat and 
barley, and forbade forestalling; that is, 
cornering the market. In 1344 the or- 
dinances fixing the export prices of wool 
were repealed after some years of trial. 
In 1349 all laborers were obliged to 
serve for the customary wages, and 
butchers, fishmongers, regrators, hos- 
telers (that is innkeepers), brewers, bak- 
ers, poulterers, and all other sellers of 
all manner of victuals, were bound to 
sell for a reasonable price. These stat- 
utes continued in force throughout the 
Middle Ages, and until after the settle- 
ment of America.’ From 
the earliest times, it has been agreed 
that the common carrying of goods is 4 
public employment. A statement of the 
early law is to be found in one of the 
leading cases on carriers, Jackson v. 
Rogers, 2 Shower, 23, in 1683, where a 
carrier traveling from London to Lyn- 
mington—and he was doubtless either 
a small carrier or a mere porter— fe 
fused to carry goods ‘though offered his 
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hire. He was held to respond in dam- 
ages, it being alleged and proved ‘that 
he had convenience to carry the goods.’ 
It being established that the carrier 
must serve over his route and to the 
extent of his capacity, it was likewise de- 
termined, at an early date, that in the 
absence of an express agreement as to 
his price, the carrier might collect a 
reasonable rate, and no more.””* 

A notable landmark in public utility 
law is the opinion of Lord Hale about 
300 years ago: “If the King or subject 
have a public wharf into which all per- 
sons that come to that port must come 
and unlade their goods as for the pur- 
pose... . because there is no other 
wharf in that port, as it may fall 
out where a port is newly erected; in 
that case there cannot be taken arbitrary 
and excessive duties for cranage, wharf- 
age, passage, and so forth, neither can 
they be enhanced to an immoderate 
rate; but the duties must be reasonable 
and moderate, though settled by the 
King’s license or charter. For now the 
wharf and crane and other conveniences 
are affected with a public interest and 
they cease to be juris privati only; as if 
a man set out a street in new building on 
his own land, it is now no longer bare 
private interest, but is affected by a pub- 
lic interest.” 

In early England the tailor, black- 
smith, innkeeper, carrier, ferryman, 
surgeon, and many other callings were 
regulated in the public interest. There 
were few and sometimes only one in a 
village, and, having such a monopolistic 
opportunity, it became necessary to see 
that business should serve all customers 
without discrimination and at reasonable 
rates. 

Competition has long since replaced 
monopoly in most of these occupations. 


——— 


‘P.U.R. (1924) D., p. 563. 
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Since the public may buy from another, 
if dissatisfied with the services or prices 
of one, many of them are no longer pub- 
lic utilities. New utilities have taken 
their places, but the business of the com- 
mon carrier has grown into our great 
transportation system, the development 
of which has led to the present form of 
public regulation and control. 

The American colonists naturally fol- 
lowed the English custom, but, until 
after the Civil War, regulation in this 
country was largely confined to trans- 
portation agencies such as toll roads, 
toll bridges, ferries, canals, and water- 
ways. These improved highways were 
open to all, and being thus “affected 
with a public interest” were subject to 
regulation. 

The demand for regulation of rail- 
roads became acute after the panic of 
1873, when the Northern Pacific and 
about 85 other railroads went into the 
hands of receivers. The apparent causes 
were overbuilding, speculation, and 
political corruption, but probably the 
real cause was the unstable economic 
condition following our Civil War, the 
Austro-German and _ Franco-Prussian 
wars, which reacted on the farmers first 
and then on the railroads. Railroad 
regulation began with the establishment 
of railroad commissions in most of the 
states. 

The commissions were expected to 
insure adequate service, to guard against 
unreasonable rates and unjust discrimi- 
nation in both rates and service. The 
demand at first was for the regulation of 
rates (downward) but competition in 
the railroad business really decided this 
question, and emphasis was soon placed 
on preventing preferential treatment to 
favored shippers, products, or localities, 
and other unjust discriminations. It be- 
came apparent that the problem was 
one of distributing the burden of 
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charges among consumers rather than 
one of gross income. 

The Senate committee appointed to 
study these matters submitted a report, 
in 1886, which led to the establishment 
of the Interstate Commerce Commis- 
sion, the aim of the act being “to pre- 
vent these discriminations, both by 
declaring them unlawful and adding to 
the remedies now available for securing 
redress and enforcing punishment, and 
also by requiring the greatest practic- 
able degree of publicity as to rates, 
financial operations, and methods of 
management of the carriers.” 

Regulation of public utilities, other 
than common carriers, was largely the 
outgrowth of the destructive effects of 
unlimited competition in the telephone, 
gas, electric, and street railway busi- 
nesses. The investment in such busi- 
nesses is so great in proportion to in- 
come that it soon became evident that 
the public interest was not well served 
by permitting duplicate plants in the 
same locality. Many franchises were ob- 
tained and construction started for the 
sole purpose of forcing an established 
company to purchase competitors at 
high prices. In other cases the fight 
went to a finish, with the resulting evils 
of political corruption, high rates, and 
poor service; and rate-cutting often led 
to bankruptcy and financial loss. The 
advantage of substantial monopoly was 
obvious, and public regulation of rates 
and service naturally followed. 

Regulation was at first exercised by 
local municipal authorities, but it was 
soon recognized that the cities were 
themselves customers of the utilities 
and, therefore, were not unprejudiced. 
The utilities were drawn into local poli- 
tics and oftentimes were subjected to 
much annoyance and unfair treatment. 
Next there followed a period of regula- 
tion by state legislatures, but it soon ap- 






































peared that such bodies had neither the 
time nor the technical knowledge to 
legislate wisely. The decisions came 
too late to be effective and again the 
utilities were dragged into politics, to the 
very great detriment of all concerned. 
Finally the utilities in most states were 
placed under the control of state com. 
missions, and this method is now the 
common practice. The interstate steam 
railroads had already been placed under 
the Interstate Commerce Commission 
acting for the Federal Government, but 
there is still much uncertainty as to what 
ought to be done with other utilities do. 
ing an interstate business. 

Although Massachusetts established a 
Board of Gas and Electric Light Com. 
missioners in 1885, it was not until 
about 1907 that modern commission 
control became generally effective. In 
that year Wisconsin, New York, and 
Georgia placed nearly all their utilities 
under control of commissions, and this 
plan was soon followed by many other 
states. At the present time there is 
some form of commission control in all 
states, although, even yet there are a 
few states in which telephones, gas, and 
electrics are not included. These com- 
missions have been very active, deciding 
thousands of cases each year and render- 
ing important decisions on management, 
capitalization, competition, rates, ser- 
vice, valuations, rates of return, depreci- 
ation, accounting practices, and so forth. 

It would seem that the work of the 
commissions has, on the whole, been 
satisfactory. They have largely elimi- 
nated the ill effects of political corrup- 
tion and unlimited competition, and 
have insured good service at reasonable 
rates. During periods of low prices 
they have protected the consumers by 
lowering rates, and, during the recent 
high prices, they have protected inves- 
tors by raising rates. The companies at 














first objected to such control but have 
long since recognized its value both to 
themselves and to the public. 

In general, the state laws are quite 
explicit in defining the businesses subject 
to regulation by state commissions, but 
in many cases it is not clear what their 
powers are, nor, in fact, what powers 
the state legislatures can confer. The 
Supreme Court seems to have taken the 
position that a business or property is 
private until it becomes of public conse- 
quence and affects the community as a 
whole, and has not supported states in 
regulating businesses which are, in fact, 
private and not public. 

The following businesses are subject 
to regulation by state commissions and 
to that extent may be considered as pub- 
lic utilities: steam and interurban rail- 
roads and express companies, in all the 
states; street railways, in all states ex- 
cept 4; telegraph lines, in all states ex- 
cept 5; telephone lines, in all states 
except 3; gas and electric companies, in 
all states except 10; water companies, in 
34 states; and heating companies, in 19 
states. The following businesses have 
been placed under the jurisdiction of 
public utility commissions in one or more 
states: baggage transfer; automobile 
or other vehicles, including ‘“‘jitneys,”’ 
furnishing public transportation; car- 
riers by water, steamboat and packet 
companies, ferries; terminal companies 
and union depots and terminal ware- 
houses; water-power companies; toll 
bridges; canal companies; carrier equip- 
ment companies; shipping, marketing 
and handling of live stock; stock-yards; 
commission merchants; car service as- 
sociations or car trusts; heating and 
refrigerating companies; subway and 
conduit companies; sewerage com- 
panies; flume systems; public and 
private banks, and loan and trust com- 
panies; packing and cold _ storage 
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companies; booming and rafting com- 
panies; stage line, turnpike, and bridge 
companies; storage reservoirs; pipe-line 
companies transporting oil, gas, and 
water; aqueduct companies; wharfin- 
gers, dock, or wharfage companies; 
warehouse and elevator storage com- 
panies; golf and amusement parks; min- 
ing; manufacture of clothing, and food 
products; monopolies; and so on. The 
extent of this list indicates the tendency 
towards the spread of regulation. 


Some Conclusions from the History of 
Regulation 


What important conclusions can be 
drawn from this brief history of regu- 
lation? It seems fair to state that regu- 
lation is not a legal abstraction but is 
merely an evidence of crystalized public 
opinion and that, like all legislation pro- 
duced in this way, regulating statutes 
have followed rather than preceded the 
practices which have made them nec- 
essary. 

Food, clothing, fuel, and shelter are 
more essential industries than are most 
of our public utilities and would seem 
to be as much “affected with the public 
interest.” That coal mining and distri- 
bution is not considered a public utility 
is perhaps because this business does 
not require franchises and permits for 
construction and operation and it, there- 
fore, does not come into such intimate 
contact with the local political author- 
ities. It seems probable that other 
equally essential industries are not reg- 
ulated because of relatively lower fixed | 
capital requirements, so that the destruc- 
tive effects of unlimited competition are 
not so severely felt. 

Evidently the public takes a keen in- 
terest in many businesses but has im- 
posed regulation only in cases where 
monopoly appeared to be more in the 
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public interest than unlimited compe- 
tition. The demand for regulation has 
come from recognizing the evils of spec- 
ulation, political corruption, financial 
loss, high rates, and poor service of un- 
restricted monopoly on the one hand, 
and of unlimited competition on the 
other, particularly in those essential in- 
dustries having an intimate contact with 
the public authorities. 

Furthermore, it appears that regula- 
tion has usually been imposed, not in 
times of prosperity, but in times when 
the industry was unable to furnish ade- 
quate service at reasonable rates, and 
thus the substitution of substantial mo- 
nopoly for unlimited competition was 
made by the public for its own benefit 
and not for any additional benefit to the 
industry. Although the states had ex- 
perienced the necessity for steam rail- 
way regulation since about 1880, the 
gas, electric, and street railways were 
not included generally until after 1900. 
It appears, therefore, that regulation 
does not anticipate but usually lags be- 
hind the need for corrective measures. 
Thus, in order to avoid more drastic 
regulation in the future, it is desirable 
to avoid the abuses which ultimately will 
bring it about. 


Some Interesting Phases of Regulation 


Monopoly has two decided disadvan- 
tages, the lack of initiative and the op- 
position of the customer. Men dislike 
and fear a monopoly, and to this extent 
monopoly is a handicap to a business be- 
cause of the suspicion with which its pa- 
trons regard it. Regulation by state 
commissions has been very helpful in 
ameliorating this unfortunate relation- 
ship between the companies and their 
customers. This has been accomplished 
by the facility with which commissions 
can be approached by dissatisfied cus- 


tomers and by the publicity attached to 
hearings on complaints of rates or ser. 
vice and on matters of capitalization ang 
finance. The public feels that there js 
me competent agency acting in its be. 
half. 

That regulation has been able to over. 
come the deadening effect of monopoly 
is not so clear. In this connection it js 
interesting to contrast the various util. 
ities. The telephone business, from the 
beginning, has seemed to have before it 
the vision of a national service and has 
gone far to attain this ideal. Also, it 
has been preeminent in research and in 
manufacturing and __ standardization, 
The telephone utility controls both 
manufacturing and research. The elec. 
tric utilities control neither. The ser. 
vice rendered by the General Electric 
and Westinghouse companies is obvious, 
and the question may well be asked 
whether the great development of elec. 
tric service may not be more justly 
ascribed to these private manufacturers 
than to the utility companies. Does this 
also appear to be true in the case of the 
steam and electric railways? It is to be 
noted that there is no such manufactur- 
ing and research strength behind the 
gas business. May not this perhaps ac- 
count for the outstripping of this older 
utility by the electric business and the 
growth of industrial heating by electric- 
ity as compared with gas, which is gen- 
erally considered the more economical? 
The great improvements resulting from 
interconnection of electric companies has 
largely been brought about by the hold- 
ing companies. In all of these utilities, 
except perhaps the telephone, has the 
progress been made by the companies 
themselves, or has it largely been due to 
the initiative of outside interests, and, 
except in the telephone and electric util- 
ities, have the new developments been 
made until the pressure of new forms of 























































competition have made them impera- 
tive? Is it true even now that the steam 
and electric railways have made all pos- 
sible improvements and readjusted 
themselves to the new conditions arising 
from motor transportation, and is the 
gas industry really awake to the possi- 
bilities of domestic and industrial heat- 
ing and to the advances made in 
chemical industries? Are the character, 
quality, and price of gas appliances and 
utilization equipment up to the standard 
that should be expected of a great in- 
dustry ? 

Similar questions might well be asked 
concerning the merchandising practices 
in these utilities. Are they great mer- 
chants who consider that the object of 
manufacturing is not only to sell but to 
sell what the customer needs? Are the 
steam and electric railroad managers 
real authorities on transportation and 
industrial locations and are the gas man- 
agers real authorities on combustion, 
cooking, heating, ventilation, and the 
chemistry of coal and its products of 
distillation? Are the electric managers 
real authorities on illumination and the 
substitution of mechanical power for 
manual labor? In other words, have 
these utilities studied their markets 
from the broad point of view of leader- 
ship and service to their customers 
rather than with the narrower view of 
merely increasing sales? MHave rate 
schedules been looked upon by both the 
commissions and utilities primarily as 
instruments for making the products 
more useful and for lowering the costs 
of service? Have public utility officials 
taken the active part in community af- 
fairs warranted by the importance of 
their businesses ? 

On the whole it would appear 
that the commissions have had com- 
paratively little influence upon new 
developments, improvements, and upon 
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managerial efficiency. It seems that man- 
agement is either satisfied with things 
as they are and with new business as it 
comes or with improvements gained 
through the efforts of manufacturers 
and other outside interests, or is able in 
individual cases, perhaps in spite of 
regulation, to show results comparative 
in every way with the best managed 
private businesses. It is realized, of 
course, that there are economic forces 
much more powerful and effective than 
those which can or ought to be exercised 
by regulation, but would it not be desir- 
able for regulation to modify somewhat 
the monopoly rule so as to prevent only 
“unfair competition” and, in general, to 
acquire more knowledge and bring more 
pressure to bear upon a backward in- 
dustry or upon individual companies 
where necessary ? 

The process of rate regulation is be- 
coming automatic. Rates are being fixed 
by formula: fair return on fair value 
plus depreciation plus operating ex- 
penses (including taxes), with emphasis 
on items in the order named. It would 
secm that after the principle of fair re- 
turn on fair value becomes well estab- 
lished, the commissions will naturally 
begin to concern themselves more and 
more with operating expenses. Until 
now the companies have considered 
operating expenses as almost entirely a 
question of management about which 
the commissions should have little to 
say. But these expenses are larger fac- 
tors in rates than the cost of capital, 
and it is probable that the commissions 
will study expense items more carefully 
in the future, and will exert more con- 
trol upon management proper, perhaps 
by comparisons of efficiency of manage- 
ment in the different companies. 

In other businesses the reasonableness 
of rates is judged, not by fair return on 
fair value, but by the price at which the 
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commodity or service can be obtained 
elsewhere. Public utility customers hav- 
ing business in the territory of more 
than one company do make comparisons 
of rates, and these comparisons have 
much to do with the rates which large 
users are willing to pay. In general, 
however, it is assumed to be impractic- 
able to compare rates in different cities 
because of differing conditions. Is this 
belief justified, and will it be long held 
by the commissions, and is it to the ad- 
vantage of strong, well-managed com- 
panies to discourage such comparisons ? 
Would the public interest be better 
served if the low-cost companies were 
permitted and encouraged to expand 
andthe high-cost companies were more 
or less restricted? Should better man- 
agement be encouraged, and should 
more pressure be brought to bear gradu- 
ally on less eficient management? A 
fair return on fair value tends to en- 
courage good management, and to this 
extent is a desirable principle; but it also 
tends to encourage bad management by 
placing no penalty on high plant costs 
and overcapitalization. Under the prin- 
ciple of fair return on fair value, the 
customers pay more to bad management 
than to good management for an equal 
service. 

Fair value, in recent court decisions, 
is interpreted to be value at current 
prices, and thus the value of a public 
utility varies with the price level rather 
than with the money actually invested. 
Current market price is the usual meth- 
od of valuing other businesses, but is it a 
desirable principle to follow in the pub- 
lic utilities? Has the adoption of this 
principle encouraged the speculation and 
possible inflation in the electric business 
during the past few years, and may not 
this speculation react unfavorably upon 
the industry during the next few years, 
especially if considerable stock be sold 





to customers and employees? It is to 
be noted that the commissions, being 
more sensitive to public opinion than 
the courts, have in general wished to 
place more emphasis on money invested 
than upon replacement value at the 
present high price level. There are 
some who invite attention to the fact 
that if the price level declines mate. 
rially, the investment cost will probably 
soon exceed the value at current market 
prices. If so, will not any inflation that 
exists today become still more apparent 
in the future? The practice of appeal- 
ing to the courts against its customers 
is not popular in any other business, and 
it will be interesting to observe the ef- 
fect of this policy upon the demand for 
a return to “home rule”’ which is being 
discussed in some cities. These matters, 
of course, are not questions of abstract 
justice, but of sound public policy. 

On the other hand, the public itself 
has insisted upon rates barely above the 
level of confiscation, which has em- 
phasized the principle of a fair return 
to the exclusion of careful considera- 
tion of operating expenses. Companies 
have found it embarrassing, even when 
possible, to maintain an adequate re- 
serve for depreciation and to reinvest 
their surplus earnings in plant. Over- 
capitalization has been brought about 
in part by failure of the customers to 
understand their own interests. The 
customers, while openly objecting to 
overcapitalization by the companies, 
have forced it upon them. Overcapital- 
ization is dangerous in any business be- 
cause of inability to weather financial 
storms. Heavy fixed charges make it 
almost impossible to meet new forms 
of competition which become most ac- 
tive when an industry ceases to grow, 4s 
in the case of the street railway business, 
already burdened with taxes and other 
requirements. In times of prosperity 
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and high prices it would seem that the 
utilities should decrease their debts, but 
it is at such periods that expansion seems 
required, speculation is rife, and debts 
are greatly increased. How can this 
be avoided ? 

There is another result of overcap- 
italization; namely, the drift towards 
public ownership. In periods of de- 
pression or in emergencies or by the 
appearance of competition, as in the 
railroads and street railways, the heavy 
fixed charges lead to great difficulty. 
There are some who believe that the 
amount of common stock that has been 
issued is not a factor, but when divi- 
dends on common stock are being 
passed, it is not easy to issue bonds and 
notes. Inability to finance extensions 
and improve the service leads inevitably 
to a demand for public ownership of 
these businesses which are considered 
so essential to the public welfare. At the 
very time when the majority opinion is 
against public ownership and when the 
utilities generally believe that the dan- 
ger of public ownership is past, the 
street railway systems of several cities 
are on the very verge of it. Strangely 
enough, it is at such periods that all the 
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interests, usually opposed to public own- 
ership, the bankers, investors, and busi- 
ness interests, seem combined to bring it 
about, while the general public alone 
seems to be against it. This is natural, 
perhaps, because in such cases the busi- 
ness is unprofitable and the business 
interests, rather than face a curtailment 
of service, are willing to have the 
enterprise taken over by the public, al- 
though in theory they are against such 
a policy. Thus, at times of arrested 
development the public finds itself faced 
with taking over an unprofitable busi- 
ness in which this condition has been 
brought about in part at least by the 
public demand for rates so low that the 
business has been unable to grow upon 
its Own earnings. 

To find a counter irritant for mo- 
nopoly and to prevent the drift towards 
public ownership through overcapital- 
ization would seem to be the forward- 
looking job of regulation. Can this be 
furthered by comparing standards of 
efficiency in the different companies, by 
rewarding good management, and by 
educating the public and the companies 
themselves in the advantages of growth 
from earnings? 


Se A AR ORE 


eer emia St ete 


THE INDIAN MARKET FOR COTTON GOops 
By OWEN JONES 


HE dependence of Lancashire on 

India as a market for her cotton 

goods dates back to the Industrial 
Revolution, which, by facilitating the 
mass production of cheap fabrics, rang 
the death-knell of India’s great hand- 
loom industry, an industry which had 
been producing fine and beautiful fabrics 
from time immemorial. It was not un- 
til the last quarter of the nineteenth 
century that cotton mills began to spring 
up with any rapidity in India, and in 
the meantime the Indian peasant had 
completely lost that strain of fine cotton 
upon which must have been based the 
preeminence of the early hand-loom in- 
dustry. The Indian cotton mills grew 
up, therefore, on a supply of coarse, 
short-stapled cotton. Their labor sup- 
ply was unskilled and wasteful, showing 
no aptitude for the intricacies of me- 
chanical production. It was, therefore, 
inevitable that the Indian mill industry 
should concentrate on the production of 
heavy, coarse goods for which India’s 
large and poverty stricken population 
has always provided a ready market. 
Long hours, cheap labor, and a ready 
supply of cheap raw material would 
have insured the success of the Indian 
mill industry without any tariff protec- 
tion at all, and as long as the Indian 
Government was under the control of 
London, the influence of Lancashire suf- 
ficed to keep Indian protectionism within 
the bounds of revenue requirements. 
Now, since India has attained a certain 
measure of self-government, the inter- 
ests of Lancashire are no longer con- 
sidered so carefully, and the progress 
of the Indian spinning and weaving mills 
has been correspondingly more rapid. 


Step by step Lancashire has grad. 
ually slipped out of the coarser end of 
the Indian trade, finding compensation 
in the development of the Indian de. 
mand for finer goods, and since the 
same tendency has been at work in many 
other markets, Lancashire has made 
enormous strides in the manufacture of 
the finest fabrics. At one time the 
movement could be contemplated with 
a good deal of equanimity, but since the 
war, doubts have crept in. The rise 
in the cost of raw cotton has almost 
brought fine goods into the category of 
luxuries for which no bulk demand can 
be expected. At the same time, Lan- 
cashire’s staple productions of medium 
quality, which, after all, are the back. 
bone of the industry, have moved into 
consumption on a restricted scale, on 
account of their comparatively high 
price, of the growth of foreign competi- 
tion, and of the frequent fluctuations in 
the cost of the raw material. Lanca- 
shire, therefore, is beginning to realize 
that although the proportion of fine and 
especially of fancy woven fabrics in her 
total output is increasing, this alone 
provides a most inadequate measure of 
employment for Lancashire spindles and 
looms. The big problem of the hour is, 
therefore, the trade in staple goods. 
What can be done to make them 
cheaper, and can Lancashire hope to 
compete with the coarser goods, which 
apparently the world is still able to buy 
in quantity? 

So rapid a summary as this, however, 
gives only an incomplete impression of 
the whole problem. The measure of 
Lancashire’s dependence on the Indian 
market is illustrated by Chart I. This 
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also does not tell the whole tale, for 
there has been a sad decay in the ex- 
ports of Lancashire yarns to India. In 
the first five years, ending in 1904, In- 
dia absorbed 39% of Lancashire’s total 
exports of piece-goods. In the next five 
years the proportion declined to 38% 
and it rose again to 40% in the period 
ending in 1914. In both halves of the 
next decade the proportion is only 34%, 
but the decline is so small that it merely 
illustrates Lancashire’s failure to find 
any important compensatory outlet for 
the diminution in the Indian demand, 
and it is a well-known fact that the rate 
of demand in India exercises a strong 
influence on the demand from other 
quarters, as it dictates to other buyers 
the need or lack of need to be spry in 
the placing of orders. In 1920 the 
method of British calculations was 
changed from linear yards to square 


yards, so that the first chart is not a 
strictly accurate picture of the decline 
in British exports. As far as can be 
judged from the few years for which 
both linear and “square” figures are 
available, the chart, as given below, 
minimizes rather than exaggerates the 
decline, and it is now possible that the 
home trade in Great Britain absorbs 
as much yardage per annum as India. 
This was not so before the war. 

To some extent, the causes of this 
decline in the British export trade are 
universal. The trade relations between 
Great Britain and India have shared 
fully in the disturbance of the war and 
its aftermath of boom and slump. The 
cotton industry as a whole also is af- 
fected by the rise in raw cotton prices. 
The great expansion of the industry be- 
fore the war was based chiefly on the 
cheapness of the raw material. The 
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conditions under which cotton is now 
grown in the United States render it 
unlikely that there will be any early re- 
turn to cheap cotton, unless it is for the 
short space of one or two exceptional 
seasons. It follows that the rise in raw 
material costs, together with production 
costs, has upset the relation between the 
price of cotton manufactures and other 
commodities, and this is particularly im- 
portant in a great agricultural market 
like India. The following table of 
wholesale prices in Calcutta during re- 
cent years explains the whole situation: 


TasBie I. INDEX NUMBERS OF WHOLESALE 
Prices IN CALCUTTA 
(July, 1914=100) 



































| Raw MarTeriats 
Cotton 
Year a ‘I j © — — 
an ute otton| an actures 
| Wheat Seeds Skins 
Average | 
| ee 163 } 198 115 230 184 319 
1920... 154 173 104 153 | 147 354 
| ee 145 | 135 83 143 108 306 
1922.. | 337] 147 110] 101 | 120 278 
1923... :...| mg} 1381 90} 244] 135 268 
1924 wsesee] 323 | 144 | Y0O2 | 272] 124 275 











Last year cereals were only 23% above 
the 1914 price level, while cotton 
manufactures were 175% higher. In 
a country where clothing can be dis- 
pensed with, it is only natural that the 
new relationship of textiles to the pro- 
duce of the soil should be establishing 
a new and lower standard of textile 
wear. On occasions this may be tem- 
porarily raised by such movements as 
the appreciation of cereal prices which 
occurred in the early months of the pres- 
ent year, but the coarse goods compete 
with the fine goods by supplying the 
demand. 

To understand the full extent of the 
decline in Indian cotton consumption, it 
is necessary to turn to the statistics is- 
sued by the Indian Government. The 
Indian demand is supplied from three 
main sources: imports, Indian mill pro- 


duction, and Indian hand-loom produc. 
tion; and the position is now such that 
the trade is shared equally between these 
three divisions. The production of cloth 
by the hand-loom industry can only be 
guessed at, but the Indian Government 
is now investigating the subject. In 
1921, however, A. C. Conbrough laid 
down a fairly plausible method of guess. 
ing; and, in Chart II, I have brought up 
to date the calculations made by him. 
This chart shows conclusively that im. 
ported goods have borne the entire 
brunt of the fall in consumption. If 
the declared values of imported piece. 
goods were superimposed on this chart, 
a very much flatter curve would result, 
and it is a commonplace in the Indian 
trade that while the volume of imported 
cotton goods may vary very much from 
year to year, there is a marvelous con- 
sistency about the amount of money 
which India is prepared to spend on this 
item. The figures since 1909 are as 
follows: 
Tasre II. Imports oF Prece-Goops 
INTO INDIA 
(Values in Crores of Rupees) 
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The history of the past few years ex: 
plodes the old theory that India could 
afford to spend only an average of 44 

















that 
these 
cloth 
ly be 


ment 


laid 
UeSS- 
ht up 
him. 
t im- 
ntire 
If 
riece- 
hart, 
esult, 
dian 
orted 
from 
con- 
oney 
1 this 


Seri 
| 
| 


— a aS SSC le 


44-6 


TT waa Ba 


58.2 


$ eX- 
‘ould 
f 44 


THE INDIAN MARKET FOR COTTON GOODS 43 





Chart II 
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or 45 crores of rupees on imported 
piece-goods, but one is compelled to 
wonder whether a new slightly higher 
standard of conservatism is not being 
established. The statistics for 1920- 
1921, however, upset the record of the 
past five years, for the excess of goods 
represented by the high import figure 
of that year passed only gradually into 
consumption over the subsequent three 
or four years, while the value itself is a 
false one. When payment was actually 
made for these goods, the bottom had 
fallen out of the market, and, where 
actual repudiation did not take place, it 
became quite a custom for dealers to 
compound their liabilities at about 33%. 
It is beyond the scope of this article to 
examine the course of events during the 
boom and slump, but it has left its mark 
on the trade in the form of enhanced 
caution of buyer and seller, of reduced 
financial resources in Manchester and 
in India, and a serious interruption of 


Manchester's growing practice of sell- 
ing goods direct to the native dealer in 
the bazaar or up-country. This branch 
of the trade suffered the gravest losses 
and it is now unpopular. It is not as 
safe as the old method of selling 
through a European representative and 
a guaranty broker, but it did tend to a 
more rapid distribution. 

The decline in the Indian consump- 
tion of mill-made cotton goods can be 
shown more precisely, although it is 
quite impossible to give any reliable es- 
timate of the stocks of goods in ware- 
houses. Table III shows the net balance 
available for consumption after the de- 
duction of exports and reexports. 

It will be seen that in 1923-1924 this 
balance was 1,250 million yards below 
the 1913-1914 figure, a decline which is 
impressive even after allowing for the 
fact that 1913-1914 was in many ways 
a “boom” year. During this period the 
retained balance of the products of In- 
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Tase III. Net Consumption oF Piece-Goops in INpIA imt 
(In millions of yards) the 
, I 
Piece-Goods | 1913-1914 1919-1920 1920-1921 | 1921-1922 1922-1923 1923-1924 | en ret: 
Di: see os 
Indian Mills........ 1,164.3 | 1,640.0 | 1,580.8 1,731.6 | 1,725.2 1,701.6 | 1,970.4 ae 
Imports....... | 3197-1 | 1,080.7 1,509.7 1,089.8 1,593.3 1,485.8 | 1,823.2 Jay 

Total.........| 4,361.4 | 2,720.7. | 3,090.5 | 2,821. 4318. 187.4 | 

Ex ed | 4,301.4 | ene | rt | 21.4 | 3318.5 3,187.4 3,793.6 con 
ee ar sf 196.6 | 146.4 161.0 | , 65.3 | ; oc 
a. za 23 ma) am oa5 ae = | i I 
| — | _—_— —_—- ; 
Ee 151.3 285.2 | 207. 234.6 | 1.6 26.4 | . line 
Dulsade Available... 4,210.1 | 2435.5 | 2,883.1 | 2,586.8 | 3,086.9 omlas + ful 
: : anc 
. . e . . . . . tur 
dian mills increased by 460 million than 8 million spindles and about yen 
yards. The retained balance of im- 150,000 looms. This manufacturing pri 
ported goods decreased by 1,711 million capacity does not loom very large in the 
yards. British traders find it disturb- comparison with Lancashire’s 56 mil. tra 
ing that during the same period imports _ lion spindles, but owing to longer hours 19: 
of piece-goods from England fell by of work and the employment of two Jay 
1,785 million yards. This proves clearly shifts, the output of Indian spindles is sar 
that there has been a definite loss of considerably in excess of the equivalent gra 
trade over and above the net decline in number of spindles in Lancashire. The hav 
Indian consumption, and when the following tables, V and VI, show the to 
steady growth of Indian population be- steady increase of output, together with pri 
gins to express itself once more in a_ the gradual improvement in the quality ad 
demand for apparel, British manufac- of yarn produced. The bulk of Indian - 
turers can only expect to gather their mill production always has been in the shi 
share of the increased demand, while coarser goods, but, as Lancashire in { 
the supplies coming from competitive knows, to her cost, the industry is gradu- res 
sources are now on an ascending scale. ally extending its grasp of the trade in tra 
Of this competition, the main element medium-quality goods. At the present im} 
is the Indian cotton industry. Details time it suffers more from the competi cor 
of the growth of this industry are given tion of coarser Japanese goods than ful 
in Table IV. India now possesses more from the competition of Lancashire, and Du 


TasLe IV. GrowTuH OF THE INDIAN 
Corton INDUSTRY 




















its complaints are so loud that an in- 
crease in the margin of protection will 
shortly be afforded to it. At present 
an import duty of 5% is levied on in 


| ngs sndles | Opera- | C : 
Year Mills Spindle | sane eed? ports of cotton yarn and of 11% a 

rio 58 | 1461990 | 13.500 | aato | 307.638 cotton piece-goods with a eevee 

| , > 2 . . 
1900. | 193 #048783 govta4 ieritto 153.382 excise duty under the latter ra 0 
1910 ' x 72 2. J ° : . 
8... | 253 6:763,076 119,013 Steast | saenass 344%. The excise duty can hard an | 
1922... 1,219 | 134,620 | 343,723 | 2,20; : : , 
1923. 333 | Tioanieat | 144.704 | 3471380 | 2152698 Vive another Indian budget, and if the : 





*Bales of 392 pounds. 

Note: In January, 1925, India was reported by the International 
Cotton Federation to have 8,313,000 spinning spindles in position 
and 158,000 in course of erection. 


march of protectionism in India pro- 
ceeds without faltering, it will not be 
long before it is realized that while the 
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import duty on cotton goods is 11%, 
the general tariff is one of 15%. 
In the import trade, Lancashire still 
retains an overwhelmingly predominant 
position, although a good deal of ner- 
vousness is felt about the progress of 
Japan. The Japanese practice is to 
concentrate on a certain line of staple 
goods and by mass production to sweep 
all competitors out of the way in that 
line. This has already proved success- 
ful in some qualities of gray shirtings 
and sheetings, and Japanese manufac- 
turers, aided by the depreciation of the 
yen, are now turning their attention to 
printed goods. Table VII shows how 
the British share of the total import 
trade has fallen from 97.1% in 1913- 
1914 to 88.8% in 1923-1924. The 
Japanese share has increased in the 
same period from 0.3% to 8.2%. In 
gray goods (Table VIII) the Japanese 
have improved their position from 0.5 % 
to 13.7% and in colored goods (colored, 
printed, or dyed) from 0.2% to 6.7%, 
a further increase having taken place 
in 1924-1925. In white goods Lanca- 
shire has held her position fairly well 
in the face of competition, and the same 
resistance is perceptible in the China 
trade, but in this quality also the total 
import is much reduced. Among other 
competitors, Holland is the most power- 
ful, but a considerable proportion of 
Dutch exports are woven out of British 
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Taste V. THE YARN TRADE OF INDIA 
(In thousands of Ibs.) 














Indian Mills 
Annual Averages Imports Production 
Five years ending 

1908-1909. ......... 38,573 641,776 
1913-1914... ... 0... 41,794 646,757 
1918-I9I9......... 34,063 666,227 
1923-1924. ......... 445575 617,329 
1924-1925.......... 55,907 | 719,390 





yarns, even if the fabric itself in the 
gray state is not actually woven in Lan- 
cashire and bleached or dyed in Hol- 
land. Details of yardage imported 
into India from all the various sources 
are shown in Table IX. 

After giving the recent history of the 
market in detail, it now remains to dis- 
cuss the future of the Indian cotton 
trade and particularly of Lancashire's 
share of it. On the whole, the trade is 
gradually mending, and the purchasing 
power of the average Indian native is 
slowly improving. India has enjoyed a 
succession of good harvests which have 
reestablished a favorable balance of 
payments in foreign trade. In fact, the 
statistical evidence of prosperity is 
much in excess of the slow recovery in 
trade, and it may be an important fact 
that the Indian peasant in years of 
plenty converts his surplus into bullion 
and buries it in the ground. In the 


TasBie VI. Yarn Propuction 1n INDIAN MILLs 
(In thousands of lbs.) 























Pre-War War 
i Counts ral Average Average 1921-1922 1922-1923 1923-1924 1924-1935" _ 
Numbers 
1-20............| 478,538 | 466,952 | 470,628 | 478,596 | 403,440 | 387,852 
21-30............]| 146,363 | 174,069 | 203,162 | 208,959 | 181,747 | 187,593 
SOQ va Lenn age 18,699 20,987 16,900 15,930 19,666 16,183 
Above 40’s........ 2,655 35834 2,635 2,195 3,261 4:954 
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Imports or Piece-Goops 
INTO INDIA 


Percentage Shares of Chief Sources of Supply 


Tasve VII. 











United United | Nether- | Other 

Year Kingdom} Japan | States lands |Countries 
IQ13-19014.... 97.1 3 3 8 1.5 
I1919-1920.... 90.3 7.0 9 7 1.1 
1920-1921... .. 85.6 11.3 9 9 13 
1921-1922... . 87.6 8.3 2.1 1.1 9 
1922-1923.... Q1.2 6.8 5 8 7 
1923-1924... 88.8 8.2 5 7 1.8 

1924-1925*.... 88.7 kt RP Se Cre 




















*Ten months. 


ground, also, it remains, until the ad- 
versity of a bad harvest compels its 
owner to resume digging operations. 
The extravagant rise in prices during 
and after the war taught one section of 
the Indian population to dispense with 
clothing altogether and another section 
to wear only the cheapest and coarsest 
fabrics. This practice was encouraged 
by Gandhi's great campaign for the 
wearing of hand-woven cloth, and al- 
though little is heard of that campaign 
at the present time, the standard of 
quality in the cotton apparel of India 
is much lower than it used to be. 
Whether if finer goods were available 
in bulk it would be easier to sell them, 
remains questionable, but it is true that 
the events of the post-war slump have 
made the average trader in this market 
highly conservative. There is now a 
general disinclination towards _risk- 
bearing, and, consequently, the turnover 
of the trade suffers from the lack of 


initiative. Under the circumstances, jt 
is the duty of the salesman to provide 
what the public wants, and Lancashire 
is now in the interesting position of 
having to discuss a return to coarser 
production. It is argued that competi. 
tion must be met on its own ground, that 
Indian cotton must be spun and woven 
in Lancashire to provide cloth as coarse 
as the Indian peasant now wears, and, 
incidentally, of course, as cheap as the 
cloth of Indian or Japanese production 
which alone he can now afford to buy, 
It is argued that Lancashire's idle ma- 
chinery could be converted to deal with 
Indizn cotton, and that some arrange. 
ment might be made to overcome the 
reluctance of the operative to handle 
Indian cotton which shows a big loss in 
spinning. 

The Indian cotton crop is steadily 
increasing under the impulse of high 
prices and of official encouragement. It 
has risen from a pre-war average of 
about 4 million bales (of 400 pounds 
each) to this year’s level of 6 million 
bales. Further, it is gradually improv- 
ing in quality, and according to a report 
recently published, the proportion of 
long staple (7% inch and longer) in the 
crop has increased from _ 1,161,000 
bales, which was the average of the 
three years 1915-1918 to 2,107,000 
bales in 1924-1925. This movement is 
likely to continue, and the Indian Govy- 


Tasi_e VIII. Imports or Cotron Piece-Goops into INDIA 


Percentage Share of United Kingdom and Japan 














1913-1914 1921-1922 1922-1923 1923-1924 1924-1925° 
i i j i ited 
Goods Kiran | Japan | Kymin | Japan | ceased. | Japan | Kidda | Japan | Kingdom | Ja 
I ss ictea ‘i 98.8 5 82.8 13.1 89.5 9.6 85.2 13.7 85.9 13.1 
a ae 98.5 —— 97.8 6 98.2 6 97.0 6 97.1 9 
Colored. ... 92.6 2 | 88.0 3.6 | 86.9 6.3 87.4 6.7 | 83.3 98 
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Taste 1X. Imports or Corton Pisce-Goops into INDIA 


Countries 
" ciliata 


GRAY 
From: be 
United Kingdom... . 
Japan....... ne 
United States 
Other countries... .. 


y BT ER 
WHITE 
From: 

United Kingdom. 
Netherlands. . . . 
Switzerland....... 
JOGO: cinccecnas 
Other countries...... 


CoLoreED, ETC. 
From: 

United Kingdom... 
Netherlands... .. 
eer ere 
Switzerland 

i Perr ; 
Straits Settlements. . . 
ee 
Other countries. 


Tota. or Cotton Piece. 
Goons, IncLuDING 
FENTS 

From: 
United Kingdom. . 
Adenand Dependencies 
Straits Settlements. . 
Netherlands 


Switzerland....... 
Italy.. 

Japan 
United States 

Other countries... . 


Total 


months 


(In thousands of yards) 








Pre-War 
Average 


War 
Average 


1921-1922 


1922-1923 


1923-1924 


1924-1925° 





1,315,997 
2,559 
10,405 
2,056 


815,197 
81,171 
75356 
1,150 


526,493 
83,490 
21,197 

4,428 


833,321 
90,037 
4,447 
3,220 


599,801 
96,172 
525 
7,458 


606,018 
92,493 
1,865 
4,807 








1,331,017 


642,871 
7,606 
2,606 

48 
1,124 


904,874 


510,036 
3,824 
762 
35323 
945 


635,608 


299,340 
4,391 
156 
1,861 
419 


931,025 


395,412 
3,216 
991 
2,375 
498 


703,956 


402,862 
4,226 
4727 
2,307 
1,235 


705 ,183 


428,765 
4,010 
35787 
3,961 
1,042 








654,255 


590,462 
15,219 
4,082 
2,655 
10,320 
1,458 
521 
6,835 


518,890 


350,826 
8,788 
548 
1,734 
Q,III 


13,095 
1,509 


306,167 


121,559 
7,638 


402,492 


211,936 
9,895 
141 
1,570 
1,891 
1,875 
15,366 
1,115 


415,357 


303,696 
6,422 


441,565 


271,086 
45733 
810 
2,023 
8,230 
2,910 
31,807 
3,937 











631,552 


2,563,705 
118 

2,008 
235777 
4,122 
278 
10,579 
3,127 
10,671 
8,289 


386,277 


1,702,072 
123 

903 
12,764 
551 
2,498 
9,177 
97,637 
12,718 
2,512 





2,631,674 





1,840,955 _ 





138,279 


955,099 
3,451 
788 
12,029 
240 

740 
2,340 
90,275 
23,252 
1,585 


243,789 


1,453,409 
208 
2,002 
13,161 
143 

2,561 
1,957 
107,778 
7,808 
4,268 


347,493 


1,318,804 
58 

2,772 
10,956 
850 

7,383 
5,800 
122,667 
7,424 
9,112 


325,538 


1,217,746 








1,089,799 





1,593,295 











1,485,826 — 


1,488,715 


or African cotton will tend to disappear. 
The result of this, however, would be 
an advantage; as it would relieve some 
of the pressure on the other world sup- 
plies of long-staple cotton. 

So far this agitation for an increased 
consumption of Indian cotton in Lanca- 
shire has hardly got beyond the columns 
of the newspapers. It is most unlikely 
that any concerted movement will be 


ernment is devoting much attention to 
proper ginning and baling, to the pre- 
vention of seed mixture and deteriora- 
tion, and to irrigation works. It is 
pointed out, however, that the increased 
yield of long-staple cotton is wanted 
primarily for the Indian mills, and if 
other countries are going to compete 
actively for this supply, the cheapness 
of Indian cotton in relation to American 
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made in that direction, for the high 
costs of production in Lancashire raise 
a difficult obstacle in the way. Some 
advantage would undoubtedly be gained 
by a moderate change of direction, but 
there is some doubt as to whether the 
idea is as new as its sponsors claim. At 
any rate, there are many manufacturers 


in Lancashire who have made a success 
of coarse production, but their success 
is largely based on the absence of |oca| 
competition. The greater the success of 
the individual manufacturer in this line, 
the less inclined he is to advertise the 
existence of a remunerative outlet which 
he presumes to be strictly limited, 
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DETERMINING A SALES QUOTA BASIS 


By E. R. anv P. W. SMITH 


FE SALES and advertising are to be- 
come more efficient, it is imperative 
that we should know where we can 

profitably place sales and advertising 
expenditures. Many concerns today are 
wasting money because they are spend- 
ing money for sales effort and for 
advertising in territories where the 
possible results do not justify the expen- 
diture. If a company plans to spend a 
million dollars in sales and advertising 
'to increase its total business, how much 
of that million dollars shall be spent for 
sales effort in California, and how much 
of it for advertising effort in Wisconsin ? 
Who knows positively and definitely 
how much expenditure of money and ef- 
fort is justified by the possible results in 
any one state as related to another? 

Many statistics have been compiled 

for this purpose, but a group of the 
largest and most successful sales organi- 
zations in the country believe that none 
of them are accurate and most of them 
are misleading. For that reason this 
group of ten large organizations united 
nearly three years ago to work out a 
trustworthy and accurate basis on which 
millions of dollars might be spent. The 
resulting effort is believed by these com- 
panies to be a more practical approach 
to the problem than previous methods. 
_ Every sales organization must base 
its own quota upon a considerable group 
of facts and circumstances. The human 
element of the organization must be 
taken into consideration, as well as the 
eficiency of the particular organization, 
the product, and a large group of 
other factors. Therefore, a fixed or 
general sales quota is inconceivable. 


What can be determined, however, is a 
sales quota basis; in other words, a basis 
of buying habits relative to the type of 
commodity in which we are interested. 
That sales quota basis can be modified 
by the factors which affect a particular 
organization so that it will be possible 
to tell what portion of our total busi- 
ness should be expected from any given 
part of the country. 

It should be pointed out, however, 
that it is not a method by which the 
amount of the total business of an or- 
ganization may be determined for a 
given period of time. There are very 
prominent organizations which make a 
specialty of forecasting business condi- 
tions and whose work is as accurate as 
it is possible for it to be under the condi- 
tions. In short, we are not interested in 
working out a quantitative quota, but 
rather a distributive quota, which is 
much more important. 

Many of the popular quota bases are 
defective because they attempt to in- 
clude a consideration of buying power. 
The ideal distributive quota has noth- 
ing whatever to do with buying power. 
It is tremendously influenced by buying 
habits. It makes little difference to the 
seller whether or not the people have 
the money to buy unless they are willing 
to exchange their money for the prod- 
ucts to be sold. And it is true that the 
people in one locality do not buy as 
freely as the people in another locality. 
This is partly due to the type of people, 
to their education, to their nationality, 
their racial characteristics, the amount 
of their income, but also in large mea- 
sure it is due to their training and habits. 
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The people on the western coast of the 
country, for example, particularly in 
California, spend their money much 
more freely than do those in the East. 
And this variation of buying habits can 
be measured and should be taken into 
consideration. 


I 


Before discussing the proposed 
method, let us take up, briefly, a few of 
the commonest methods of quota-set- 
ting. We assume that the article which 
is to be sold by this organization is one 
of general utility and of moderate price. 
It is nationally advertised and the effort 
of the selling organization is to attain 
as nearly a national distribution as pos- 
sible. There are innumerable articles 
which fall into this category. 

The simplest and the most vicious of 
the methods we would discard is that of 
using past performance, because it em- 
phasizes cumulatively the unevenness or 
spottiness of past sales in making esti- 
mates for the future. 

Population quotas. Suppose we con- 
sider that since this is an article of 
universal appeal, we should base our 
quotas on population. In Table I is 
tabulated the percentage of the popula- 
tion by the different groups of states as 
worked out by the Census Bureau. 

Accordingly, the firm considered 














Tasie I. DistrisutTion oF PoPpULATION 

Group Percentage 
New England States ........ 7.00 
Middle-Atlantic States ....... 21.06 
East North-Central States.... 20.32 
West North-Central States.... 11.87 
South-Atlantic States ........ 13.23 
East South-Central States... .. 8.41 
West South-Central States... . 9.69 
Mountain States ............ 3.15 
ere 5.27 
Welds beled Wee 100.00 





Taste II. Distripurion or Native Wan: 














PoPULATION 

Group Percentage 
New England States......... 6.71 
Middle-Atlantic States ....... 20.63 
East North-Central States... .. 21.84 
West North-Central States.... 13.38 
South-Atlantic States ........ 11.51 
East South-Central States... .. 7.76 
West South-Central States.... 9,44 
Mountain States ............ 3.40 
Poteet Beets... cess uennns 5.33 

ROR. « v0+3s+a0 eee 100.00 





should get 13% of business from the 
South-Atlantic states and nearly 84% 
of business from the East South-Central 
states, if unadjusted population figures 
were used as a quota basis. The negro 
population should logically affect the 
proportion of sales in their sections of 
the South, or, if Pacific Coast inhabi- 
tants are accustomed to buying more 
freely, proportions in that locality would 
likewise be affected. In short, unad- 
justed population figures are misleading 
to a very marked degree. Adjustment 
may be made, of course, for the negro 
population in the South by taking the fig- 
ures showing the distribution of native 
white population according to the 1920 
Census (Table II). 

Strange as it may appear, the discard- 
ing of foreign and colored population 
makes only slight changes in the distri- 
bution figures. It reduces the percer- 
tages for the New England, the Middle- 
Atlantic, and the Southern states and 
slightly increases the others, but not 
enough to make any very material dit: 
ference. 

Let us try the distribution of literate 
population over 21 years of age. It 
might be expected that they would yield 
a superior index of our market, for they 
are not only buyers of necessary com 
modities, but to some extent at least 
they are to be, reached by advertising. 





The 
tain! 
T 
Nev 
East 
the 
mea 
tribi 
une\ 
tend 
bers 
the 
grol 
exp] 
basi 
N 
for 
ures 
mee 
quo’ 
ures 
obv 
T 
ler 
com 
the 
cific 
a st 
is CC 
of 1 
cour 
as t 
busi 
com 





DETERMINING A SALES QUOTA BASIS 51 


Ill. DisTRIiBUTION OF LITERATE 


TABLE 


PopuLATION OVER 21 YEARS OF AGE 








Percentage 


7.62 
22.29 
22.18 
12.55 
10.98 

6.76 

8.19 

3-14 

6.29 

100.00 


Group 


New England States 
Middle-Atlantic States 
East North-Central States.... 





South-Atlantic States 
East South-Central States 
West South-Central States.... 
Mountain States .........--- 
Pacific States 

Tetdl. . <<: sae 





The figures in Table III, however, cer- 
tainly appear to have weaknesses. 

These figures show an increase in the 
New England, Middle-Atlantic, and 
East North-Central states, as well as in 
the Pacific states, yet do not seem to 
measure the way in which business dis- 
tributes itself over the country. The 
uneven distribution of illiteracy, the 
tendency of larger cities to attract mem- 
bers of the age group above 21, and 
the uneven distribution of low-income 
groups, such as teachers and ministers, 
explain in part the weakness of this 
basis. 

Misleading financial bases. Taking it 
for granted, then, that population fig- 
ures, however modified, do not seem to 
meet the requirements for the ideal 
quota, there must be certain business fig- 
ures which will be available. The most 
obvious is that of income tax returns. 

These figures show that a much heay- 
ier percentage of income tax returns 
come from the northeastern section of 
the United States and also from the Pa- 
cific Coast than would be expected from 
a study of the population figures. There 
is correspondingly a smaller proportion 
of the returns from the south of the 
country. However, the question arises 
as to which of these is correct from a 
business standpoint—population or in- 
come tax. Let us go one step farther 


and glance at the distribution of taxable 
income in 1921 (Table V). 

Here there is a further increase in the 
proportion of the Middle-Atlantic states 
and decreases elsewhere. Do these fig- 
ures, however, mean anything from the 
standpoint of the average organization 
selling the type of article which we are 
considering ? 

Only about 6% of the people of the 
country pay an income tax. This, of 
course, means that a tremendous num- 
ber fail to earn sufficient to make a tax 
return in addition to the considerable 
number who secure their income from 
tax-exempt securities or through vari- 
ous items of that nature. The amount 
of taxable income is also misleading in 
the same way. Consequently, it is 
hardly safe to assume that these figures 
have any definite relation as to how the 
ordinary business, selling necessary arti- 
cles at a low price, would be governed. 
We may say that they are a guide, but 
certainly not a very dependable one. 

Automobile registrations. The fig- 
ures for automobile registrations are 
likewise frequently used by business 
managers as a basis for quotas (Table 
VI). 

Here one finds that the New England 
and Middle-Atlantic states are strik- 
ingly low in the number of automobiles 
registered, while through the North- 
Central states, both east and west, they 


TasiLe IV. DistripuTION OF PERSONAL 
Income Tax RETURNS, 1921 








New England States 
Middle-Atlantic States 

East North-Central States..... 
West North-Central States... 
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Taste V. DistripuTion oF TAXABLE 
INCOME, 1921 











Group Percentage 
New England States......... 9.77 
Middle-Atlantic States ....... 32.82 
East North-Central States.... 22.20 
West North-Central States... . 8.40 
South-Atlantic States ........ 8.05 
East South-Central States... .. 2.77 
West South-Central States. ... §.21 
Mountain States ............ 2.65 
IES. G's 438% :c + dca ox 8.13 

0 eee Cree 100.00 





are surprisingly high when compared 
with the income figures. Which is cor- 
rect? The answer is probably “neither 
one.” 

Circulation figures. Magazine circu- 
lation figures, sometimes used in the 
determination of quotas, show marked 
lack of agreement. Certain of the larger 
publishers of current magazines claim 
that their circulation is an accurate index 
of the buying-power of the different lo- 
calities. This may or may not be true, 
but it would seem to be much more easily 
appreciated by most business men if the 
figures happened to agree. For exam- 
ple, in Table VIi are the figures of three 
of the larger magazine groups in the 
country. 

It is obvious that if any one of the 
three magazines gives an accurate index 
of buying habits, the other two must be 
decidedly in error. Since it is impossible 
to know which one of the three is cor- 
rect, none fulfils the requirements of the 
ideal quota basis. 

Debits to individual accounts. The 
factor which is used by many in deter- 
mining potential distribution of their 
product is that of debits to individual 
accounts. There are a number of finan- 
cial records which are used by different 
concerns, but debits to individual ac- 
counts seem to be the most widely used 
and most nearly practical. In Table 


VIII are records of debits to accounts 
for one and one-half years. 

The outstanding feature of these fig. 
ures is the fact that they show that 
around 60% of the total business of the 
country is done in the Middle-Atlantic 
states. This, in itself, seems to be un. 
reasonable for the type of business that 
we are considering. The explanation 
lies in the fact that these figures do not 
represent the purchases of the average 
ultimate consumer over the counter, but 


represent, instead, the transactions of | 


business houses, such as factories, large 
stores, banks, brokerage houses, insur. 
ance companies, and the like. 

It should also be remembered that 
these figures include not only items of 
expense for individuals and businesses, 
but also items of investment which have 
absolutely no relation to our problem. 
The investment items will run into a 
large total, but they will have no effect 
on the amount of money which poten- 
tial customers will spend for necessary 
articles. Therefore, these figures as a 
whole, while they may have some slight 
relation to the ultimate consumer, fail 
to indicate anything at all definite. 

These figures do not represent the 
transactions of the average retail cus- 
tomer, but rather the transactions of the 
large businesses of the country. The 
preponderance of this business that \s 


TasBie VI. DistripuTioN OF AUTOMOBILE 
REGISTRATIONS, 1921 











Group Percentage, 
New England States.......... 6.49 
Middle-Atlantic States ....... 16.04 
East North-Central States.... 24.3! 
West North-Central States.... 19.10 
South-Atlantic States ........ 8.53 
East South-Central States... .. 3.84 
West South-Central States... . 8.34 
Mountain States ...........- 4.07 
ee re 9.28 
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Taste VII. 


DISTRIBUTION OF MAGAZINES 








Magazine A Magazine B 





New England States 

Middle-Atlantic States... . 

East North-Central States 

West North-Central States... .. 
South-Atlantic States.........--.-+5-+. 
East South-Central States........... 

West South-Central States.......... 
Mountain States.........eeseeeereceweces 
Pacific StateS........ccceweeweseaseabes 


7-55% 
21.64 24.42 
24.55 21.94 
14.05 11.44 
9.19 i 71 
4-47 . 

6.58 
3-67 
8.30 


| 9.45% | 


100.00 


| 
| 








done in the Middle-Atlantic states is due 
to the transactions carried on in New 
York, particularly on the Stock Ex- 
change, and by the large banks and in- 
surance companies which have their 
headquarters in that city. 

In spite of the belief of many of the 
organizations which make a business of 
forecasting business conditions largely 
on a basis of these figures, it is neces- 
sary to conclude that they are of no 
value for the purpose of measuring the 
opportunity for selling an average com- 
modity to the average person. 

There are numerous other factors 
which are used by different companies; 


those covered above, however, are the 
most commonly used and the most 
nearly practical, but no one of them is 
accurate except accidentally, for deter- 
mining a distributive quota. For a quan- 
titative quota, they may possess value. 
Almost any company, however, which 
plans to do a larger volume each suc- 
ceeding year can estimate how great 
that increase should be by using a com- 
bination of general business forecasts, 
business trends and conditions, and con- 
clusions as to the relation of their own 
organization to these facts. 

It is impossible from these methods, 
however, to determine how greatly any 
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one section of the country should in- 
crease in relation to another. It is im- 
possible to determine from these which 
sections of the country will warrant the 
greatest expenditure of sales effort. We 
must also know in what parts of the 
country we can profitably increase our 
advertising effort and expenditure, and 
what sections of the country will most 
readily respond to increased advertising 
expenditure and sales effort. 


I] 


Some time ago the conclusion was 
reached that if statistics could be se- 
cured showing the retail purchases of 
certain basic types of commodities (or 
preferably of all commodities) by locali- 
ties, it might be possible to work out 
some figures which would throw light on 
the problem as to where the distribu- 
tive effort of the article which we are 
considering should be directed. For 
example, if we were to find that 15% 
of the sales of all articles in general use 
occurred in the state of Nevada, we 
should expect that sales of our own 
product should show a similar relation- 
ship. In other words, the amount of 
money which people in any territory are 
in the habit of spending for commodi- 
ties might possibly be worked out to be 
the basis of expectation for all typical 
commodities. 

If our quota for the United States is 
$100,000 of sales and in any given 
territory the people are in the habit of 
buying 2% of the total amount of typi- 
cal commodities sold in the United 
States, we ought to expect 2% of our 
sales to come from that same territory, 
or $2,000, provided, of course, that our 
sales and advertising effort are intelli- 
gently directed. 

But unfortunately, these data are not 
available. Nowhere do there exist sta- 


tistics of the sales of all commodities 
nor, with very few exceptions, do there 
exist sales figures by industries, Pay. 
ticularly is this true in the basic indus. 
tries such as food, clothing, and lines of 
a similar nature. Trade associations 
have made attempts spasmodically to 
compile figures of this sort, but as 2 
general rule the method of merchandis. 
ing is such that distribution cannot be 
controlled. A St. Louis jobber sells to 
retailers in Texas but rarely keeps a 
record of the distribution of classes of 
goods. Retailers, as we all know, are 
not inclined to keep records of this sort, 

However, just as the habits of a few 
thousand people will reflect similar char. 
acteristics in a group of several million, 
so it seems that sales figures from a 
group of organizations whose distribu. 
tion met the required standards of coy- 
erage and whose articles were of a 
nature to be comparable, might cast 
some light upon the problem. There- 
fore, a group of companies selling 
articles which are not necessarily in 
competition with each other, but are in 
competition for a certain portion of the 
ultimate consumer's dollar, could pool 
their experience. There could be worked 
out, on the basis of their combined sales, 
a figure in percentage form which would 
show the percentage the average nor- 
mal organization could be expected to 
reach in any given state or group ol 
states as compared with the United 
States as a whole. 

To take a concrete example: in the 
life insurance business, which is one of 
universal appeal and whose product, or 
in this particular case service, is one 
which is within the reach of a large class 
of consumers, no single company covers 
the entire country. But the sales of the 
entire group of companies give a very 
close approximation of the general mar- 
ket for life insurance in any given sec- 
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tion as compared with the country as 
a whole. In the same way it is possible 
for a group of companies manufactur- 
ing, let us say, brushes, tooth paste, 
soap, magazines, toilet ware, cereals, 
and articles of a similar nature, which 
fulfil the requirements laid down in the 
first place—namely, that they should be 
universal in use, universal in desirability 
from the consumer's standpoint, and uni- 
versal in distribution—to pool their 
sales experience. Such a group of 
articles can be combined, and, by taking 
a sales percentage of each of the com- 
panies in the group, the average of the 
entire group can be obtained. 

The prime objective, then, is to secure 
sales figures on a group of typical com- 
rnodities which could be expected to rep- 
resent fairly the average sales of all such 
commodities. These would have to be 
different types within the same general 
group. They would obviously all have 
to be nationally known commodities in 
wide general use, with extremely good 
distribution throughout the country. 

The plan was proposed to a group of 
companies which seemed to be of this 
type. Each is a well-established com- 
pany, the largest in its line, with the 
most complete and thorough distribu- 
tion. Their sales range from $10,000,- 
000 to $100,000,000 a year on very 
ordinary commodities. Ten of the big- 
gest companies in their respective lines 
are included. These companies, in spite 
of the fact that they might be consid- 
ered to have well-nigh perfect ditribu- 
tion, recognized at once the value to 
them of such a key as was outlined. 
They readily agreed to pool their sales 
hgures. The total volume of sales dif- 
fered with each company, but we were 
interested, not in dollar sales, but in the 
distribution of sales by territories. 
Each company sends in periodically 
its total sales in terms of percentage 


of business done for each state, with the 
United States as 100%. These are 
combined and averages are computed. 
This yields data concerning the percen- 
tage of sales from each state for the 
average of the entire group. The result- 
ing averages reflect the distribution of 
sales as affected by the buying habits of 
each section, in a manner which was far 
more in accord with actual conditions 
and situations than any statistics fur- 
nished to any of the companies, either 
by the government or by statistical or- 
ganizations. These are accurate figures 
because they show where the business is 
actually coming from within definite 
boundaries. Any company can fix its 
own total quota, but it must know 
what percentage of that quota it can 
expect from any territory. 

These figures have now been compiled 
for more than two years. They are 
showing definite trends as regards cer- 
tain states and groups of states. Within 
the past year certain groups of states 
have shifted their relative position in 
the money they are spending for the or- 
dinary commodities of life. These fig- 
ures are also comprehensive because 
they give the proper weight to the sales 
of the large city department store and 
to the cross-roads general store in the 
back-woods. In other words, they de- 
termine a normal distribution at any 
given time. And due to the fact that 
they are revised frequently, they show 
any changes in the normal. They are 
always up to date. 

We who are using this method are 
not being misled by bank clearings from 
Kansas that go through St. Louis, for 
instance. We know exactly how much 
of the money is being spent in Kansas. 
We are learning as to how freely people 
buy in various territories. Conse- 
quently, these tables are exceptionally 
useful as a base in setting quotas intelli- 
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gently. Of course, it must always be 
kept in mind that the human element 
must be, and the development of any 
individual organization must be, care- 
fully considered and due allowance 
made. But if it is possible to estimate 
what the total business of the company 
in which we are particularly interested 
will be for the coming year, it is a sim- 
ple matter to determine what the total 
business of any state or group of states 
should be in relation to that total and 
then to apply our variations for other 
factors which affect the individual busi- 
ness. Furthermore, it becomes possible 
to check up closely the effort of the sales 
and advertising departments in produc- 
ing business during the year and to note 
any changes that may currently affect 
these quotas. 

This new light is revealing which 
parts of our sales organization are more 
efficient than others. Some parts of our 
sales organization are turning in a per- 
centage which is better than the group 
average. In one instance we had been 
giving great credit to one section of our 
sales organization for the business de- 
veloped in a certain state. The group 
average showed us that our organiza- 
tion was getting less than the group as 
a whole from that state. A reorganiza- 
tion of our sales force in that territory 
is beginning to produce much more busi- 
ness from it. Where our organization is 
producing more than the average, it 
does not mean that it is getting all the 
business that can be secured from that 
territory, but that, compared with other 
territories, it is doing a better job. 


Ul 


As mentioned above, this group of or- 
ganizations has been engaged in this 
particular work for nearly three years 
and it seems to have solved many prob- 


lems; in fact, more than anticipated, 
The plan is equally applicable to other 
groups of companies—for example, the 
office equipment manufacturers or manv. 
facturers of automotive accessories, The 
advantages of the whole method are its 
accuracy, simplicity, and economy. At 
the same time it violates no confidences, 
because the figures which are presented 
to the central clearing-house for com. 
pilation are not in terms of dollars, but 
in terms of percentage by states. There. 
fore, it is practically impossible for any 
one cooperating company to know what 
the volume of business of any other 
member is unless that volume is pub- 
lished separately. The amount of work 
involved on the part of the organiza- 
tion which makes the compilation is 
about five days a year. Of course, each 
organization contributes its own sales 
figures in terms of percentage, but in 
most cases these would be obtained for 
their own use, so that the extra expense 
is really negligible. On the other hand, 
the elimination of waste effort on the 
part of the sales and advertising depart- 
ments and the accuracy of the check-up 
of the different parts of the sales organ- 
ization amount, in the aggregate, to 
substantial sums. The companies which 
have been working together and devel- 
oping these figures are becoming con- 
stantly more convinced of the value of 
the plan. They hesitated to publish the 
plan until they tested it and found it 
more satisfactory than others which 
had been used. 

After all, the influence of buying 
habits is measured by what people 
spend. The problem, therefore, is to 
find out what people spend along cer- 
tain lines. A study of this method, as 
applied to various industries, should 
save much expensive and visionary st2- 
tistical work. 
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FINANCING THE MARKETING OF WHEAT 


By JOHN M. 


methods involved in financing the 
marketing of wheat as it passed 
out of the hands of the farmer (pro- 
ducer) into those of the middleman. 
The methods followed in financing the 
different types of elevators, commission 
merchants, and dealers were briefly de- 
scribed. Considerable emphasis was 
placed upon the sources of funds, includ- 
ing both country and city banks, com- 
mission merchants, and other minor 
sources. As a result of the critical con- 
ditions existing during 1920 and 1921, 
a strong sentiment was developed in 
some quarters for providing or lending 
aid to assist the farmers in tiding over 
their difficulties. That movement took 
the form of certain proposals or reme- 
dies designed to assist the farmers. 
Certain of the less important or in- 
fluential of these proposals were dis- 
cussed in the latter part of the first 
article. The others will be treated in 
this one. No definite conclusions were 
made in Part I for the reason that it 
was deemed more desirable to present 
them after having set forth the methods 
and sources of the funds used in the 
marketing process, some of the difficul- 
ties encountered, and the proposed 
remedies. 


Prreth I outlined the problems and 


!. War Finance Corporation 


Following the general slump in prices 
during 1920, Congress ordered the War 
Finance Corporation in January, 1921, 
| tO resume operations. At first its as- 
sistance was limited to the financing 
of the exportation of agricultural and 


CHAPMAN 


other commodities. In August, 1921, 
Congress amended the original act es- 
tablishing the War Finance Corpora- 
tion, empowering the Corporation to 
make advances to “any bank, banker, or 
trust company in the United States 
which may have made advances for agri- 
cultural purposes, including the breed- 
ing, raising, fattening, and marketing of 
live stock, or may have discounted or 
rediscounted notes, drafts, bills of ex- 
change, or negotiable instruments issued 
for such purposes.” 

The War Finance Corporation from 
January 4, 1921, to November 30, 
1924, inclusive, approved loans under 
the general heading of the “Agricultural 
and Live Stock Purposes” amounting 
to $479,700,000, of which $297,900,- 
000 was actually advanced. According 
to the Corporation reports, $36,800,- 
000 was approved for grain purposes, 
but only $2,500,000 was used. In addi- 
tion to this amount, loans of $5,800,000 
were approved for financing grain ex- 
ports, of which but $3,300,000 was ad- 
vanced. Thus the total direct loans 
made for grain financing during this 
period were less than $6,000,000, a 
small amount indeed when compared to 
the total amounts involved in financing 
the marketing of wheat. 

In discussing the financial services 
performed by the War Finance Cor- 
poration in behalf of the grain produc- 
ers, attention should be called to the 
loans made by the Corporation to banks 
and financial institutions for ‘“agricul- 
tural and live stock purposes” in the 
leading grain-producing states. Loans 
amounting to over $189,500,000 were 
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approved, of which amount less than 
$172,900,000 was actually advanced. 
It is extremely difficult to estimate even 
in a rough way the value to the grain 
trade of the funds thus advanced. They 
were not intended for any particular 
commodity, and doubtless the live stock 
industry in the different states received 
a fair proportion of the amount. A 
little more light might possibly be 
thrown on the Corporation’s activities 
by stating that $119,400,000 of the 
amount advanced was placed among 
banks and financial institutions in seven- 
teen leading grain states. More specifi- 
cally, $56,000,000 was distributed in 
the four northwestern spring wheat 
states of Minnesota, North Dakota, 
South Dakota, and Montana. Over 
$24,200,000 was loaned in Iowa, less 
than $3,700,000 in Kansas, and $10,- 
500,000 in Nebraska, all of which pro- 
duce large quantities of wheat. Or, in 
other words, $94,400,000 was placed ‘n 
these seven grain states. 

There can be little doubt but that 
these funds did relieve the strain to 
some extent and in many cases provided 
credit indirectly for persons who would 
otherwise have found it difficult, if not 
impossible, to secure credit. On the 
other hand, it should be observed that 
in many cases the funds thus advanced 
were used to liquidate frozen loans * 
which banks had already made, and in 
this way transferred slow advances to 
the government. In still other cases 
funds provided in this way took the 
place of loans which would have been 
advanced by the Federal Reserve Sys- 
tem in the various states. 

Additional assistance was rendered 
by the Corporation through its efforts 
to finance cooperative marketing asso- 
ciations. Funds thus advanced to asso- 
ciations lessened the demand upon 
banks, thereby enabling them to lend 


larger amounts to other borrowe;s. 
There is no way of determining the ex. 
tent to which the Corporation indirectly 
helped the grain producers. While the 
reports of the War Finance Corpora. 
tion do not indicate what proportion of 
the advances were used for grain financ. 
ing, it is safe to assume that the total 
amount so used was comparatively small 
when compared either with the total 
value of the wheat crop or with the 
volume of credit actually used in market. 
ing the crop during the period from 
January, 1921, to November, 1924. 


II. Federal Intermediate Credit Bank; 


Provision for the establishment of 
twelve Federal Intermediate Credit 
banks was made by the Agricultural 
Credit Act, approved March 4, 1923. 
The act authorized these banks when 
organized to discount agricultural paper 
for various financial institutions and to 
make direct loans to cooperative mar- 
keting associations. Advances or loans 
made by the Federal Intermediate 
Credit banks were limited by the act to 
periods of not less than six months nor 
more than three years. The Federal 
Farm Loan Board has ruled, however, 
that no loans may, under this act, be 
made or paper acquired with a maturity 
of less than six months, and, for the 
present time, no paper will be taken 
with a maturity longer than nine 
months. 

Federal Intermediate Credit banks 
cannot lend direct to the farmers. Any 
financial assistance which the farmer re- 
ceives from these banks must come to 
him through a cooperative marketing 
association, a bank, trust company, oF 





1 See Welton, A. D., “Agricultural Credit Facili- 
ties—Are They Ample?” Annals of the American 
Academy of Political and Social Science, January, 
1925, p. 69. 
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agricultural credit corporation. Hence, 
in order to arrive at a fair estimate of 
the assistance rendered the wheat pro- 
ducers, one must consider the total 
amounts advanced to the cooperative 
marketing associations for financing 
wheat, and the probable influence of 
loans made to banks, trust companies, 
and agricultural credit corporations. 
According to the weekly statements 
issued by the Federal Farm Loan 
Board, covering the loans made by the 
Federal Intermediate Credit banks, the 
largest amount of “direct loans’’ to co- 
operative marketing associations out- 
standing at any one time and used for 
financing wheat was $3,120,933.18 as 
of December 6, 1924. All of this 
amount had been advanced by the Fed- 
eral Intermediate Credit banks of 
Omaha, St. Paul, and Wichita. - The 
amount has been gradually decreasing 
since that date, and on June 27, 1925, 
loans on wheat were $90,000. The re- 
duction was, of course, a normal proced- 
ure, because the grain has been mar- 
keted and funds obtained to retire the 
loans. The change was especially 
marked last season on account of the 
large demand and high price of wheat. 
On the same dates, December 6, 1924, 
and June 27, 1925, the twelve Federal 
Intermediate Credit banks had “redis- 
counts” outstanding of $19,214,284.31 
and $33,281,352.87 respectively. A 
very small proportion of these redis- 
counts on either date had been made to 
banks or trust companies. No aid of 
any considerable importance was pro- 
vided for financing wheat through these 
channels. Of the remaining amounts 
of rediscounts, over $7,600,000 on De- 
cember 6, 1924, and $10,700,000 on 
June 27, 1925, were loaned to live stock 
loan companies. It is safe, therefore, 
to say that the “rediscounts’” as dis- 
tinct from “direct loans’? have not ma- 


terially influenced the problem of financ- 
ing the marketing of wheat. 


III. Cooperative Marketing of Wheat 


Considerable dissatisfaction devel- 
oped among the farmers during 1920 
with the old method of marketing and 
financing grain. Many farmers felt that 
they were being unjustly affected by the 
drop in prices and the resulting diffi- 
culty in selling wheat at a price which 
would pay the cost of production, much 
less a fair return upon the capital and 
labor invested. An interesting outcome 
of the situation was the conversion of a 
relatively small number of producers to 
the cooperative plan. Two cooperative 
marketing associations were organized 
in 1920, one in Idaho and the other in 
Washington. Six were formed in 1921, 
scven in 1922, three in 1923, and two 
in 1924, making a total of twenty.’ 
T'he membership in 1924 was reported 
to be over 78,000. In 1923 over 
26,000,000 bushels of wheat were han- 
dled through the cooperatives. This 
was, however, but slightly more than 
3% of the total wheat produced in the 
United States, hence, a very large per- 
centage of the farmers still rely on the 
old marketing machinery for the dis- 
posal of their crops. 

The cooperative wheat marketing as- 
sociations are incorporated under the 
laws of the states in which they are 
located. They are organized without 
capital stock and are operated on a non- 
profit basis. The management is in the 
hands of a board of directors elected 
by the stockholders. The provisions 
of the marketing contract transfer to 
the association title to all wheat re- 


* Ellsworth, R. H., “Development and Present 
Status of Farmers’ Cooperative Business Organi- 
zations,” Agricultural Bulletin, No. 1302, 1924, Pp. 
52. 
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ceived by it from the members. The 
associations have authority to borrow 
the necessary funds and pledge the 
wheat as collateral. In order to secure 
greater uniformity and economy in han- 
dling the wheat in the terminal markets, 
nine state associations—Colorado, Ida- 
ho, Montana, Minnesota, Nebraska, 
North Dakota, Oregon, South Dakota, 
and Washington—have organized the 
American Wheat Growers Association, 
Incorporated, at Minneapolis, Minne- 
sota. The state associations reinvest 
title to the wheat in the central organ- 
ization, which acts as the exclusive ter- 
minal and selling agent of the different 
state organizations. To facilitate the 
work, the American Wheat Growers 
Association has become a member of 
the Minneapolis and Duluth chambers 
of commerce, and contemplates in time 
joining other chambers of commerce and 
boards of trade. 

Members of the associations usually 
deliver their wheat to regular elevators 
and obtain storage tickets or warehouse 
receipts. This is necessary in practically 
all cases because the associations do 
not own or control elevators or ware- 
houses. It is a common practice for the 
grower to take his warehouse receipt or 
storage ticket to his local bank and to 
draw a sight draft with the storage 
ticket attached against the association 
in amounts equal to from 60% to 75% 
of the market value of the wheat at the 
time of delivery. The local bank may 
discount and forward the draft to its 
correspondent for collection, or the 
draft may be taken for collection out- 
right. 

The associations must raise funds 
with which to pay these drafts. Under 
the terms of the marketing agreement 
between the association and its mem- 
bers, the former is authorized to borrow 
funds and make payments to the pro- 


ducers when the wheat is delivered 
Various sources are possible, such as the 
Federal Intermediate Credit banks, ter. 
minal storage companies, local banks 
and, in the past, the War Finance Cor. 
poration. The warehouse receipts are 
pledged with the banks, and funds ob. 
tained with which to redeem the drafts 
drawn against the association. When 
these receipts are hypothecated, it may 
be necessary to return them in order to 
have the wheat released by the eleya. 
tors. It is very difficult to keep the 
grain in a collateral position with the 
banks at all times. In some cases a cus. 
todian or trustee is designated by the 
banks and associations to hold the re. 
ceipts in trust as collateral against funds 
advanced. The length of these ad- 
vances to the associations varies mark- 
edly from year to year, and even in dif. 
ferent parts of the same season. Al- 
though the terms may be definitely 
stated as 60 to go days, or as in the 
case of the Federal Intermediate Credit 
banks 6 to 9 months, with a renewal 
privilege of 30 to 60 days, the associa- 
tion cannot pay off the loan until it has 
sold the wheat. The rate at which the 
wheat moves to the market depends 
upon the supply of and demand for 
wheat and the price which is being paid 
at any given time. Large crops or low 
prices usually make it more difficult to 
dispose of the wheat on the market ad- 
vantageously. 

The amount which banks advance to 
the association is greater than that ad- 
vanced by the association to its grower 
members. The funds thus accumulated 
are used to pay freight charges, ¢% 
penses incurred in handling the wheat 
after it has been delivered to the asso 
ciation, storage charges while the wheat 
is moving to market, interest charges 
on funds borrowed, insurance on wheat 
while in storage, to retire loans made in 
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the early part of the season, and finally 
to make additional payments to the 
grower as soon as possible. 

An association may obtain funds on 
its promissory note. In some cases it 
enters into an agreement known as an 
acceptance credit or agreement with one 
or more banks, whereby the associa- 
tion is authorized to draw drafts upon 
the banks not to exceed a specified ag- 
gregate amount, the total depending 
upon the number of banks entering the 
agreement and the volume of wheat to 
be marketed. 

The association agrees to draw drafts 
in such form as to be eligible for re- 
discount with the Federal Reserve 
banks, and in amounts not to exceed 
60% to 75% of the market value of 
the wheat. Each draft must be delivered 
to a designated trustee or custodian 
bank, together with negotiable ware- 
house receipts evidencing the storage 
of wheat in duly licensed, regular, in- 
dependent warehouses operating under 
the laws of the state in which the trans- 
action is taking place, or under the Unit- 
ed States Warehouse Act, or such other 
warehouses as the banks may approve. 
The receipts must be accompanied by 
certificates of regular licensed or author- 
ized graders or inspectors showing 
grade and quality, and also by insurance 
policies insuring the wheat for its full 
market value. A margin of 25% is 
required at all times. Substitutions of 
collateral, however, may be made from 
time to time under certain circumstances. 
Additional security may be requested, 


if necessary, to maintain the specified 
margin. 


Associations generally agree to reim- 
burse the trustee bank for any costs and 
expenses incurred in the collection of 
the moneys or in the sale of security, or 
the wheat represented thereby, and all 
reasonable fees due the trustee or the 


trustee’s attorneys, as well as any court 
costs. The actual rate paid varies con- 
siderably. One agreement provided 
that the association should pay a mini- 
mum fee of $750 covering the first 
$500,000 in drafts. For all amounts 
in excess of this the bank was to re- 
ceive a commission of one-tenth of 1% 
of the face value of the drafts. Another 
provided for a commission of one- 
eighth of 1% for each 30 days of the 
life of the acceptance. Funds derived 
from the sale of wheat are to be used 
to pay off the debts of the association to 
the banks on a pro-rata basis if more 
than one bank is participating, without 
any preference as to principal or inter- 
est. 

The experiences of cooperative mar- 
keting of wheat have not been very sat- 
isfactory during the last two or three 
years. As has been pointed out, the as- 
sociations handled in 1923 only about 
3% of the total crop produced in this 
country. The cooperative associations 
in Idaho and Arizona are or have been 
in the hands of a receiver. Those in 
Washington and Oregon have tempo- 
rarily suspended operations. An associa- 
tion in another state overpaid its mem- 
bers when the wheat was delivered, and 
has experienced difficulty in collecting 
these overpayments. The efforts at 
holding wheat have been by no means 
all that might be desired. In Okla- 
homa, in 1919,* some of the wheat held 
until spring sold for 50 cents more per 
bushel than would have been received in 
the fall. This gain was more than off- 
set, however, in 1920 when the spring 
price was $1 per bushel less than that of 
the preceding fall. The spring prices 
were 25 and 10 cents less in 1922 and 
1923, respectively, than the previous 


* Clemen, Rudolph A., Is the Grain Trade Chang- 
ing? Illinois Merchants’ Trust Company, Decem- 
ber, 1924, p. 19. 
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fall prices. Future results may be more 
encouraging. 

The problems involved in the co- 
operative marketing of wheat are enor- 
mous—far greater in fact than those in- 
volved in the marketing of citrus fruits, 
raisins, tobacco, and even cotton. Wheat 
is produced not only over a very large 
territory in the United States, but it is 
produced in other parts of the world, 
as in Russia and Argentina. It has a 
world-wide market and the supply ap- 
pears at different seasons of the year. 

While some changes have occurred in 
the methods used in financing grain, the 
ultimate source is largely the same— 
the commercial banks. In some cases 
city banks in large financial centers have 
been used rather than local banks. To 
the extent that this practice is followed, 
the interest rate is usually somewhat re- 
duced. The reduction is possible be- 
cause of the smaller cost incurred in 
making one large loan instead of several 
small ones, and again by the fact that 
funds are secured in a different market 
where the rates tend to be lower. In 
other cases the Federal Intermediate 
Credit banks have afforded a cheaper 
source than the old system. Bankers’ 
acceptances have also been used and, to 
a certain extent, have found their way 
into the Federal Reserve banks. The 
cost of securing credit is only one item 
in the cost of marketing grain. To 
evaluate the system as a whole, the 
other cost factors must be considered. 


IV. Influence of the Federal 


Reserve System 


From the time the Federal Reserve 
System began operations, it has made a 
conscious effort to provide funds to as- 
sist in the production and marketing of 
agricultural commodities. The old na- 


tional banking act did not authorize 


national banks to make loans secured 
by real estate, neither did it permit them 
to accept drafts or bills of exchange 
When the Federal Reserve Act was 
passed in 1913, provision was made 
whereby national banks, other than cep. 
tral reserve city banks, could lend ay 
amount equal to 25% of the bank's 
capital and surplus, or 33 1/3% of its 
time deposits, for a period not to exceed 
5 years, if the loan was properly ¢. 
cured by real estate.* It was further 
provided that paper growing out of the 
financing of agricultural commodities as 
defined by Section 13 of the Federal 
Reserve Act would be eligible for redis. 
count by the Federal Reserve banks 
with a maturity at the time of redis. 
count of not to exceed 6 months, where- 
as paper arising from commercial trans- 
actions was limited to 90 days. 

The Federal Reserve System has 
made possible a wide use of bankers’ 
acceptances in financing grain and other 
agricultural commodities. The original 
act provided that national banks could 
accept drafts drawn on them only for 
the purpose of financing foreign trade, 
the idea of the framers of the act being 
that the bankers’ acceptance was not 
needed in the financing of domestic busi- 
ness. Pressure from banks, farmers, 
farmers’ organizations, and other busi- 
ness people influenced Congress to 
amend the act, permitting the use of ac- 
ceptances for both storing and market 
ing agricultural commodities. Although 
the state banks and trust companies 
were not subject to the old national bank 
act, they were strongly influenced by it 
and hence had not used acceptances to 





*The loans on agricultural lands could run for 
a period not to exceed five years, but those secured 
by urban real estate were limited to one year. Cf 
Federal Reserve Bulletin, “Credit Policy of th 
Federal Reserve System,” August, 1§21, p. 895: 
“Agricultural Credits under the Federal Reserve 
Act,” August, 1923, p. 910. 
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any marked extent, even though the 
state laws did not prohibit the practice 
in many cases. Following these changes 
‘n the Federal Reserve Act, there has 
heen considerable effort made to de- 
velop and encourage the use of bankers’ 
acceptances for financing the marketing 
and storing of agricultural commodities. 
The efforts have resulted in a wider use 
of this form of credit instrument. The 
drafts are drawn in such form, wher- 
ever possible, as to be eligible for redis- 
count at the Federal Reserve banks. 
This has tended to make possible a 
wider use of the Federal Reserve Sys- 
tem. The passage of the Agricultural 
Credit Act of 1923 extended the period 
for eligible agricultural paper from six 
to nine months. Another factor influ- 
encing the use of the acceptance has 
been the growth of cooperative mar- 
keting associations. These organiza- 
tions usually enter into financial agree- 
ments with banks for funds, and in 
many cases these agreements specifically 
state that drafts drawn on the lending 
banks must be eligible for rediscount at 
the Federal Reserve Bank. The ac- 
cepting banks are not in all cases large 
city banks; other banks are now doing 
at least a part of the accepting. 

The growth in the use of bankers’ ac- 
ceptances has tended to transfer in part 
the work formerly performed by the 
banks in large centers, such as New 
York and Chicago, to banks in smaller 
centers. Growing out of and following 
this expansion of the use of bankers’ ac- 
ceptances, there has come a greater de- 
mand for a well-developed market for 
this paper. While considerable prog- 
ress has been made in that direction, 
much remains to be done before a satis- 
factory market is established in this 
country. 

Difference of opinion exists regarding 
the influence of the Federal Reserve Sys- 
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tem upon the maturity of short-term 
agricultural paper. It is claimed by 
some that the regular or normal credit- 
loan period, prior to the passage of the 
act, was 90 to 120 days, and that the 6- 
month provision in the act has length- 
ened the actual credit period for the 
banks. Other students and _ bankers 
maintain that the period has actually 
been shortened. In support of their ar- 
gument, they contend that the loans 
were originally made for 90 to 120 
days, but that there was an understand- 
ing that they would be renewed for a 
like period. This, they say, made the 
loan really a 6 to 8 months’ proposition. 
The conclusion was, therefore, that the 
loan if made for 6 months would not be 
renewed; hence, the period on the 
whole was somewhat shortened. The 
Agricultural Credit Act of 1923, of 
course, lengthened the period to 9 
months, which if used extensively would 
no doubt lengthen very considerably the 
credit period for agricultural commodi- 
ties. 

The Federal Reserve System has had 
an important influence upon the credit 
work of banks, not only in financial 
centers but to an appreciable extent 
throughout the country. The emphasis 
of the Federal Reserve Board upon the 
use of financial statements, and their spe- 
cific requirement that loans to one bor- 
rower aggregating $5,000, or more, to 
be eligible for rediscount, must be ac- 
companied by a financial statement, has 
led many banks to analyze more care- 
fully their credit risks. As a result of 
the efforts of the Federal Reserve banks 
those of the Federal Farm Loan Sys- 
tem and the Federal Intermediate 


Credit banks, many smaller banks are 
devoting a great deal of attention to col- 
lecting credit information. Since the 
lending of funds by banks forms such 
an important part of the bank’s busi- 
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ness, this development is a most impor- 
tant one, and will, no doubt, play a 
much more influential role in granting 
credit in the future than in the past. 

Prior to the passage of the Federal 
Reserve Act, the Secretary of the Treas- 
ury had often shifted government funds 
during the crop-moving season for the 
alleged purpose of assisting in financing 
the movement of crops.* This practice 
was followed in 1913-14 and again in 
1914-15, by redepositing government 
funds in banks located in the South and 
West. In the fall of 1915 the Secretary 
of the Treasury redeposited $5,000,000 
in each of the three Federal Reserve 
banks of Richmond, Atlanta, and Dal- 
las. Similar deposits were offered to 
other Federal Reserve banks, but were 
not accepted. These redeposits in 1915 
were unnecessary, as is attested by the 
fact that none of the funds were used. 
The Federal Reserve banks were ca- 
pable of providing a great deal more 
credit than was used or needed at that 
time. No funds were transferred for 
this purpose during the fall of 1916, 
the reason set forth by the Secretary of 
the Treasury being:* ‘During the year 
1916 no deposits for crop-moving pur- 
poses were made, nor were they neces- 
sary, in view of the large credit facili- 
ties provided by the Federal Reserve 
System, which has proved sufficient to 
meet the demand of agriculture and 
business.” 

Inter-reserve bank borrowing was 
used extensively during the depression 
in 1920 and 1921 and proved to be ef- 
fective.’ It showed that a Federal Re- 





*In other cases government funds have been 
shifted to support the money market or to avoid 
financial panic. This was done by the Secretary 
of the Treasury during the summer preceding the 
panic of 1907. 

“Annual Report of the Secretary of the Treas- 
ury, 1916, p. 7. 


serve bank in one district could be relied 
upon to assist another whenever a real 
need arose. This had a wholesome jp. 
fluence upon the banks in the agricul. 
tural sections of the country and sim. 
plified their problems of Providing 
credit for their customers. When , 
Federal Reserve bank in one district 
found itself unable to meet the needs of 
its member banks, other Federal Re. 
serve banks with a surplus or an excess 
reserve rediscounted some of their pa- 
per, and thus provided funds which 
could be readvanced to member banks. 
During the third quarter of 1920, 
when the credit strain was heavy, these 
inter-reserve bank rediscounts assumed 
rather large proportions. 

Help thus rendered was possible be- 
cause the depression did not fall with 
equal severity on industrial and com- 
mercial centers at the same time that it 
did on agriculture. No doubt similar 
results can be obtained in the future if 
another depression or credit strain oc- 
curs. By the end of 1921 these inter- 
reserve bank loans had been retired. 
Since that time there has been no neces- 
sity for this form of borrowing, because 
each Federal Reserve bank has been in 
a position to care for its own member 
bank needs. The volume of such loans 
outstanding during certain months in 
1920 and 1921 was reported as fol- 
lows: * 

(In thousands of dollars) 


March 96,480 16,222 
June 126,167 47,429 
September 250,296 60,208 
December 122,174 none 


It is difficult to state definitely the in- 





"Willis, H. P., Federal Reserve Banks. See 
Dunbar, C. F., The Theory and History of Bant- 
ing, pp. 289-290, G. P. Putnam’s Sons, 1922. 

"Federal Reserve Bulletin, July, 1921, p. $54: 
July, 1922, p. $65. No paper was under discount 


between Federal Reserve banks after December '4, 


1921. 
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t fluence of the Federal Reserve System 


upon the interest rates paid by farmers. 
Eyen though a lower rate is adopted by 
a Federal Reserve bank, it is not passed 
on by the state and national banks to 
the farmers. The Federal Reserve 
hanks have no direct method of regu- 
lating interest rates charged by member 
banks. It is believed that cooperative 
marketing associations and large deal- 
ers have been enabled to secure more 
favorable rates as a result of the oper- 
ations of the Federal Reserve banks 
than they otherwise would have re- 
ceived. To the extent that the use of 
bankers’ acceptances eligible for redis- 
count has been encouraged, the rate 
tended to be lower, because bankers’ ac- 
ceptances usually enjoy a low rate of 
interest. 

The Federal Reserve System has un- 
doubtedly done much to lessen the 
spread of interest rates. The wide 
variations in interest rates have been 
greatly reduced. In commenting upon 
this marked change toward unification 
of interest rates, the Cleveland Trust 
Company Business Bulletin ® states: 


The dominant reason for this difference 
appears to have been that in those days it 
was far more hazardous to loan money for 
as much as six months than it was to lend 
it for only two or three months. In the 
years when recurrent panics and crises were 
among the expected events of our financial 
operations no one could know what even the 
next six months might bring forth, and lend- 
ers had to be paid for taking the risks of 
making the longer loans. 

After the establishment of the Federal 
Reserve System these differences in rates 
rapidly diminished because increasing the term 
of the loan did not materially increase its 
hazard. 


Further, it may be said that greater 
confidence in our banking system has 
prevailed since the passage of the Fed- 





. January 15, 1925. 


‘their paper indirectly. 


eral Reserve Act. This has meant that 
many banks, even though they were not 
rediscounting, have been inclined to ex- 
tend more assistance to their customers 
than they would have had the Federal 
Reserve banks not been in the back- 
ground. Banks felt that help could be 
secured if it were needed. It does not 
follow, however, that all advances 
made upon this basis were sound or 
should have been granted. In fact 
many should not have been made, espe- 
cially in certain states where bank fail- 
ures have been frequent. The conclu- 
sion should not be drawn, however, that 
these bank failures were due largely to 
frozen or bad loans made by banks as a 
result of their confidence in the ability 
of the Federal Reserve System to pro- 
tect them. Records show that many 
banks which have failed not only did 
not rediscount at a Federal Reserve 
bank, but were not even members of the 
Federal Reserve System, and, what is 
more, never contemplated becoming a 
member. 

The fact still remains that the pres- 
ence of a strong banking system has add- 
ed confidence all along the line, with the 
result that the problem of raising 
funds in many instances has been made 
easier for the borrower. The Federal 
Reserve System has rendered valuable 
assistance in financing the marketing of 
grain. It cannot, of course, lend direct- 
ly to the producers, but it can handle 
To the extent 
that the Federal Reserve banks have re- 
discounted paper, either commercial or 
agricultural, for banks located in grain- 
producing states, or in grain-marketing 
centers, they have tended to relieve the 
pressure on such banks and to release a 
certain volume of funds which could be 
used for assisting other borrowers and 
in this way to make easier the whole 
credit problem. 
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V 


It must be said, in view of the fore- 
going discussion, that most of the pro- 
posals made to date for “pulling the 
grain trade”’ out of the difficulties which 
it experienced during the year 1920 and 
following have not aided the farmer 
very materially. The present situation, 
however, represents a great improve- 
ment over the conditions existing during 
the season 1923-24. The real changes 
in the farmer’s position for the better 
are due largely to a reduced output in 
Canada and other parts of the world, 
together with an increased purchasing 
power of other countries. Higher 
prices and a ready market have meant 
larger profits which, in turn, have en- 
abled many borrowers to reduce their 
bank loans. This condition has been re- 
flected in the declining volume of out- 
standing loans and discounts at country 
banks. Borrowings at Federal Reserve 
banks have also been affected as shown 
by the following statement: ‘“‘Six city 
correspondent banks experienced an in- 
crease of nearly 100% in deposits due 
to country banks between the end of 
August and the high point in Novem- 
ee 10 The borrowings of coun- 
try banks from this Federal Reserve 
bank were reduced more-than nine mil- 
lion dollars from August 27 to Decem- 
ber 17, 1924. 

Reduction of the acreage used for 
growing wheat and a well-considered 
plan of diversification would go far to 
simplify the marketing problem of the 
farmer in some sections of the country. 
It is hardly likely that he will encounter 
a crop failure or small yield in different 
crops during the same season. While he 
may have a smaller income some years 





* Monthly Review, Federal Reserve Bank of 
Minneapolis, December, 1324, p. ror. 


Economics, United 


“Bureau of Agricultural 


than he would if he followed a one 
system, in the long run he will find his 
average income to be considerably 
higher. Moreover, he can eliminate the 
cultivation of the less desirable or mar. 
ginal lands and thus decrease his unit 
cost of production. This will tend to 
increase the margin between the selling 
price and cost of production, hence in. 
crease profits. While this is largely 
production problem, it has a close re. 
lationship with the whole problem of 
marketing. 

The adjustment of supply to demand 
is extremely important but exceedingly 
dificult to accomplish. Wheat is pro- 
duced over such a wide territory that it 
is dificult for one group in one commv- 
nity or state to ascertain the probable 
acreage to be planted in another. When 
the farmers of one state or community 
are trying to reduce the acreage of 
wheat and plant more corn or oats, the 
farmers in another state may be advised 
to follow just the opposite procedure. 
The action of one community would be 
offset by that of the other community. 
If some method could be worked out 
whereby the wheat growers could all 
be correctly informed of the stocks 
likely to be left over at the close of the 
year, they could, at least to a certain 
extent, change their acreage for wheat 
and thus influence future production. A 
difficulty in obtaining such control or in- 
fluence is the fact that the yield for any 
one year is uncertain. Reduced acreage 
does not necessarily mean a_ reduced 
total number of bushels. 

An interesting step * has been under- 
taken in this direction by the Depart: 
ment of Agriculture, in which it at 
tempted to analyze and outline the prob- 
able demand for different agricultural 





States Department of Agriculture, The Agricul: 
tural Outlook for 1925. ‘The first section of this 
was released for publication under date of Feb- 
ruary 2, 1925. 
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commodities for the year 1925. How 
successful the undertaking will be re- 
mains to be seen later. The Depart- 
ment of Agriculture is in a position to 
collect, assemble, and analyze a great 
deal of data which would be of distinct 
assistance in this connection. With such 
data available the cooperative market- 
ing associations could render real ser- 
vice by presenting and explaining them 
to their members. Such a system should 
aid the farmers in reducing their out- 


put and at the same time lighten the 


burden of financing and marketing their 
crops. 

During the last two or three years 
much emphasis has been placed upon 
the question of providing credit for 
marketing agricultural commodities. 
The necessity for credit to enable pro- 
ducers to hold their product and to mar- 
ket it in an orderly manner has been 
urged time and again. Farmers are en- 
titled to all the credit they can economi- 
cally use, provided such credit is avail- 
able. Moreover, this credit should be 
advanced on as favorable terms as con- 
ditions permit. The rate paid by them 


| should be the same as that paid by other 


borrowers where the risk and expense of 
providing the funds are similar. To 
that end there should be adequate bank- 
ing and financial machinery. No objec- 
tions can be made against modifying 
and changing our banking system to ac- 
complish more successfully these ends. 
The credit problems involved are of a 
permanent nature, and if a satisfactory 
system is to be established, it must be 


| based upon the principle that it is not a 


temporary makeshift. The system 
should be improved, but only as expe- 
rience shows its weaknesses. Too much 
attention has been given to current 
credit for marketing purposes and not 
enough to that for production purposes. 
In fact, it is strongly felt that the facili- 


ties for providing production credit 
need” more attention at the present 
time than those for supplying funds for 
marketing. Some efforts are being made 
in this direction through agricultural 
credit corporations, but it is too early to 
pass final judgment upon their ability to 
meet the situation. 

The work of the War Finance Cor- 
poration has been helpful as far as it 
has gone. One difficulty has been that 
it was an emergency institution and not 
well adapted for the purpose of financ- 
ing the marketing of grain. The total 
lendings for agricultural purposes have 
been small when compared with the ac- 
tual volume of credit needed. Any in- 
fluence which it has had, has been due 
largely to the conditions under which it 
operated. It assisted both banks and 
cooperative marketing associations at a 
time when financial conditions in the in- 
dustry were very unfavorable. This, no 
doubt, led banks and business men in 
general to take a more favorable atti- 
tude toward agriculture, especially as 
regards the cooperative marketing as- 
sociations which were being organized 
during the period January, 1921, to 
November, 1924. Another result was 
that banks were placed in a position to 
make advances and assist borrowers 
who would otherwise have had difficulty 
in obtaining funds. A certain amount 
of the loans thus made by the Corpora- 
tion resulted in passing some of the 
slow paper held by banks to the Federal 
Government. The services rendered by 
the Corporation in this way may have 
been, and doubtless were, helpful, but 
surely the War Finance Corporation 
cannot be regarded as an institution for 





“For an interesting discussion of production 
credit in North Carolina, see “Cooperative Pro- 
duction Credit for Members,” A. E. Bing, Proceed- 
ings Third National Cooperative Marketing Con- 
ference, January, 1925, Washington, D. C., pp. 


119-124. 
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permanently financing the marketing of 
grain. In fact, no one has seriously 
considered it as anything but temporary. 
The extent to which the Federal In- 
termediate Credit banks can assist in 
the financing of the marketing of grain 
depends largely upon the organization 
and success of the cooperative market- 
ing associations. Farmers cannot bor- 
row directly from them; neither could 
national agricultural credit corpora- 
tions, if they were organized. The 
volume of funds advanced to the grain 
cooperative marketing associations has 
been small to date. During the past 
season the Federal Intermediate Credit 
banks of Omaha, St. Paul, and Wichita 
have rendered valuable assistance to a 
limited number of cooperative market- 
ing wheat associations, which in turn 
advanced funds to the growers. Where 
the Intermediate Credit Banks have en- 
tered into contracts to finance the pur- 
chases of grain by the associations, they 
have usually provided funds for longer 
periods or at a lower rate of interest 
than that charged by the large banks in 
the greater financial centers. Due to 
the way in which the organization for 
the marketing of wheat is built up, the 
large volume of funds needed, and the 
limitations placed upon the Federal In- 
termediate Credit banks, it is strongly 
felt that these credit banks cannot be 
expected to provide a very large per- 
centage of the funds which will be need- 
ed for financing the marketing of grain 
in the near future. | 
Cooperative marketing associations 
have operated on too small a scale to 
play a leading role in the improved con- 
ditions which are now being enjoyed in 
the wheat and other grain regions. In 
fact, there seems to be no sound reason 





* The organization of these was provided for in 
the Agricultural Credit Act of March 4, 1923. 


for expecting the cooperatives to change 
conditions immediately. Regardless of 
how favorably they may be considered 
as a means of ultimately improving the 
status of the wheat producers, it must 
be realized that considerable time js 
necessary, in order to enlist the sup- 
port of the farmers and effect an or. 
ganization which can cope with the 
many complex and diverse problems jn. 
volved in marketing and financing 
wheat. No doubt many farmers have 
benefited from their membership in an 
association during the period under con. 
sideration, but the number doing so has 
been small as compared with the total 
number engaged in the industry. 

The problems facing the wheat in. 
dustry during the last two or three 
years have been too fundamental to be 
remedied solely by cooperative market- 
ing or any other one thing. It is diff. 
cult to get farmers to organize and fol- 
low out the principles and provisions 
necessary to make cooperative market: 
ing a success. When one considers the 
great disappointments experienced by 
commercial and industrial concerns in 
the past in their attempts to work to- 
gether, one may better realize the difi- 
culties in organizing thousands of wheat 
producers who never come in contact 
with one another. The farmers should 
weigh carefully the various factors in- 
volved before turning over their crop 
to a new organization which states 
neither a definite price nor time of final 
payment. Another difficulty confront- 
ing the wheat cooperatives is the fact 
that their product has a world-wide 
market and that much of the supply 's 
produced in other parts of the world. 
Cooperative wheat marketing associa- 
tions in this country cannot get control 
of wheat produced in other countries. 
Wheat producers in the United States 
are faced with a greater diversity 0! 
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problems, such as in methods of produc- 
tion, standards of living, and wages, 
than are the domestic producers of cot- 
ton, fruit, and many other commodities, 
and this greater diversity makes the 
problems of the wheat farmer more 
dificult. Because cooperative market- 
ing has succeeded well in handling some 
commodities, it does not follow that it 
will succeed in all cases. 

The writer has no desire to show dis- 
approval of the organization and use of 
cooperatives, but rather to point out 
some of the real problems involved. 
They can perform a most useful service 
if the farmers really get behind the 
movement by keeping their members ad- 
vised as to market conditions and the 
carry-over from one season to another. 
If the proper information can be put 
into the hands of the growers regard- 
ing stocks on hand and crop conditions 
in this and other countries, farmers will 
be better able to guide themselves as to 
the proportion of their farming land to 
be allotted to wheat. Cooperatives 
can do much to promote orderly mar- 
keting by creating better means for 
financing. Individuals often do not have 
the time or facilities for determining 
the most favorable time to market their 
wheat. The associations should be able 
to render valuable services in this con- 
nection. 

Changes are and have been taking 
place slowly in the methods of market- 
ing * and financing wheat as well as 
other grains. The organization and 
operation of the Federal Reserve Sys- 
tem has influenced the methods of fin- 
ancing in the last few years. Bankers’ 
acceptances are being used, and funds 
are being obtained in larger units be- 
cause of the possibility of enlisting the 
services of a syndicate of banks. This 


“Clemen, Rudolph A., Is the Grain Trade 
Changing? December, 1924, p. 5. 


has tended to reduce the interest rate. 
The reduction has been possible because 
the larger the units and the better the 
security and liquidity of the paper, the 
lower will be the cost to the lending 
banks. The efforts on the part of both 
the federal and state governments have 
increased the supervision over the grain 
exchanges and warehousing ‘facilities, 
so that banks and other financial in- 
terests look upon grain tickets, or ware- 
house receipts covering grain, as a very 
desirable form of collateral against 
which to advance funds. The work of 
the War Finance Corporation, the 
Federal Intermediate Credit banks, the 
cooperative wheat marketing associa- 
tions, and other organizations have 
tended to bring about changes in the 
methods followed by the banks in 
financing, as well as changes in the way 
in which grain is stored. 

No one would, we believe, contend 
that the present system for marketing 
and financing wheat is perfect. it has 
been built up over a long period of 
years. Farmers and other business 
people have come to rely upon it, and 
any effort to make a sudden change, as 
some enthusiasts recommend, would 
probably disorganize the whole wheat 
marketing machinery. Large financial 
losses would likely result from such dis- 
organization and the farmers in all 
probability would lose more than any 
other class engaged in the handling or 
financing of wheat. That this possibil- 
ity is fully realized by many thoughtful 
and careful business men whose aim is 
to work out a better plan in behalf of 
the farmers, is shown by the methods 
adopted by the Grain Marketing Com- 
pany in Chicago. It did not contem- 
plate changing the system, but only the 
ownership and later the management. 

Commercial banks have in the past 
and will in the future, it is believed, 
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supply the great bulk of the funds, either 
directly or indirectly, for financing the 
marketing of wheat. In certain locali- 
ties greater dependence is placed 
directly on the banks than in others. 
For example, commission houses are 
relied upon to a larger extent in the 
northwestern states of Minnesota, 
North Dakota, South Dakota, and 
Montana than in grain-producing states 
farther south. Even in the states where 
the country shippers are financed exten- 
sively by commission men, the commer- 
cial banks, either in local communities 
or larger financial centers, or both, pro- 
vide the commission houses with large 
amounts of working capital which in 
turn are passed on to other grain peo- 
ple. In either case, therefore, it is the 
banks that furnish the greater part of 
the funds in the last analysis. In recog- 
nition of their position, much attention 
has been given to the question of assist- 
ing these banks by the Federal Govern- 
ment and by certain banks located in the 


large financial centers. An example of 
the latter was seen in the establishment 
of the $10,000,000 Agricultural Credit 
Corporation in Minneapolis in 1924. 

In this field, as in most others, really 
important and lasting changes come 
through a process of evolution and not 
through the sudden adoption of some 
new plan. Any improvement or change 
which can lessen the cost of marketing 
or of financing the marketing of wheat 
would unquestionably be welcomed by 
all classes, whether they be farmers, 
country shippers, commission men, ter- 
minal elevators, or millers. Recogni- 
tion of excessive costs or weakness in 
the system is sufficient reason for 
making alterations, but it is not suff- 
cient for condemning in toto the old 
system or for throwing it overboard. 
Better and more lasting results can be 
obtained through gradual changes 
which will make possible a trial of new 
methods without at the same time incur- 
ring too excessive risks. 
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COAL MINING AND THE BUSINESS CYCLE 


By WILLIAM L. CRUM ann HOMER B. VANDERBLUE 


minous coal are sensitive indexes 

of change in general industrial 
conditions. Increasing activity creates 
a greater demand for fuel and causes 
coal prices to rise; decreasing activity 
brings the opposite results. Coal pro- 
duction normally increases to satisfy the 
greater demands of railroads, power 
plants, and industrial users; and it de- 
creases as these demands fall off. * 

The effects of price changes are felt 
differently by different mines: high-cost 
mines feel the stimulus of a period of 
rising prices later than do low-cost 
mines, and they are among the first to 
feel the pinch as prices decline; low-cost 
mines, on the other hand, prove excep- 
tionally profitable in periods of rising 
or high prices, and are able to continue, 
perhaps to expand, their operations dur- 
s ing a declining or depressed market, 
while their high-cost competitors are 
shutting down. 


4 price and production of bitu- 


The Island Creek Coal Company 


The Island Creek Coal Company is 
an outstanding low-cost producer of bitu- 
minous coal which operates upon a large 
scale. The figures for monthly tonnage 
produced and sold by this company dur- 
ing the years 1908-1924 are presented 
in Chart I. Examination of this chart 
shows that the two statistical series run 


‘Approximately 73% of the output of bituminous 
coal is used by these classes of consumers. See the 
chapters on “Fluctuations in Coal Production,” 
contributed by D. L. Wing and F. G. Tryon to 
The Problem of Business Forecasting (edited by 
Wn. Persons, W. T. Foster, and A. J. Hettinger) 
Pp. 198; and “Coal in 1922” by F. G. Tryon and 
». A. Hale, Mineral Resources of the United States, 


so close together that detailed analysis 
of both is not necessary. Our study has 
been limited, therefore, to the figures 
for tonnage sold, which are given in 
Table I. The conclusions reached by a 
study of sales data may be carried over 
without serious modification to the se- 
ries for production. 

From the data in Table I, the posi- 
tion of the line of trend shown on Chart 
I was determined, and seasonal indexes 
were calculated by the method of me- 
dian link relatives. Charts II and IV 
compare the curve of adjusted relatives 
for the sales of the Island Creek Coal 
Company with a similar curve for total 
bituminous production in the United 
States ;? a curve of the general index of 
bituminous coal prices is shown with the 
Island Creek curve on Charts III and 
V (data in Tables II, III, and IV). 
This price index is in part (1913-1924) 
that currently published by the Coal 
Age; for the years 1908-1912 it has 
been calculated from data published by 
the United States Geological Survey, 
which are fairly comparable. 


The Pre-War Period, 1908-1916 


During the interval preceding the 
entrance of the United States into the 
World War (Charts II and III), the 
main swings of the three curves are in 
general sympathy: they rise in periods 


1922, Part II, p. 462. (U. S. Geological Survey.) 


* The latter curve presents the index for produc- 
tion of bituminous coal published monthly by the 
Harvard Economic Service, carried back to 1908, 
from data not available when the Harvard min- 
ing index was described by Miss R. E. Boody, 
Review of Economic Statistics, Vol. VI, p. 77. 
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Taste I. Sates or Brruminous Coat sy THE IsLanp Creek Coat Company 



























































(Unit: 100 Tons) 

Year Jan Feb. Mar April May June July Aug. Sept. Oct. Nov. | De 
OO. scaxaaaer 548 432 §25 367 496 5 | 1,001 897 | 1,018 | 1,318 | 1,077 1,204 
TES 1,065 812 g81 | 754 961 687 747 826 | 1,168 | 1,422 | 1,310 1,07%4 
Os «sion wa 1,062 873 | 1,275 | 1,442 | 1,421 | 1,316 | 1,512 | 1,367 | 1,649 | 1,768 | 1,486 | 1 
OR, cla i 1,234 | 888 | 1,080 | 948 | 1,209 | 1,246 | 1,738 | 1,704 | 1, 1,772 | 1,757 | 1,650 
1912 1,520 | 1,639 | 1,656 | 1,721 | 1,524 | 1,870 | 1,870 | 2,033 | 1,969 | 1,876 | 2,041 | 1,5 
Ss ins cate 1,310 | 1,681 | 1,259 1,246 | 1,627 | 1,797 | 1,907 | 1,969 | 1,725 | 1,517 | 1,78 
eee 1,239 | 1,204 | 1,462 | 1,732 | 2,133 | 1,638 | 2,094 | 1,830 | 1,813 | 1,729 | 1,582 1,489 
OS & closed 1,687 | 1,302 | 1,344 | 1,221 | 1,335 | 1,608 | 1,630 | 1,852 | 2,060 | 2,293 | 2,637 2,467 
RRS dniee ee biae 2,128 | 1,987 | 1,872 | 1,910 | 2,1 2,168 | 1,989 | 2,230 | 2,378 | 1,997 | 1,910 1,709 
_ See 1,520 | 1,389 | 1,567 | 1,883 | 1,652 | 1,617 | 1,713 | 1,348 | 2,016 | 1,708 | 1,456 1,147 
RET Rese: 988 | 1,757 | 1,707 | 1,479 | 1,744 | 1,680 | 1,823 | 1,768 | 1,512 | 1,456 | 1,296 
Riek os ied 1,025 | 587 | 683 | 675 | 1,809 | 1,491 | 2,380 | 1,509 | 1,870 | 1,922 | 1,605 | 2,020 
oS eee 1,499 | 1,213 | 1,352 922 | 1,300 | 1,346 | 1,532 | 1,608 | 1,579 | 1,902 | 1,517 | 1,897 
Serer 1,468 | 1,338 | 1,322 | 2,462 | 3,674 | 3,351 | 3,110 | 2,295 | 2,675 | 3,476 | 2,854 | 2, 
1922..... 2,846 | 3,388 | 3,889 | 3,765 | 4,368 | 3,900 | 1,720 | 1,954 | 1,807 | 1,642 | 1,683 | 2,01; 
1923...... 1,911 | 2,092 | 2,027 | 1,844 | 2,165 | 2,072 | 2,626 | 3,151 | 2,728 | 3,355 | 3,339 | 2,916 
SEG ndewan tie 3,042 | 3,014 | 3,422 | 3,709 | 4,311 | 4,477 | 4,574 | 4,397 | 5,008 | 5,338 | 4,638 4,806 

| | 








of business activity and sag in periods 
of business inactivity. The years 1908 
and 1914 are clearly disclosed as years 
of depression, and 1910 and 1912 
as years of general activity. But 
the broad cyclical swings are inter- 
rupted by erratic movements of total 
production in the spring of 1908, and 
again in the corresponding months of 
1910, 1912, 1914, and even in 1916. In 
each of these years, the curve for total 
production rises in February and March 


and drops precipitately in April, thus 
recording the effects of the suspension 
of operations as the two-year labor 
agreement came up for renewal. Dur- 
ing these periods (and even in the years 
of depression) prices first rose sharply 
and then dropped. The effects of these 
conditions was to cause a sharp, though 
temporary, increase in the sales of the 
Island Creek Coal Company, which was 
not a party to the labor agreements. 
Such increases occurred during the 





— COMPARISON OF ACTUAL PROOUCTION WITH ACTUAL SALES, OF BITUMINOUS COAL, 
FOR THE ISLAND CREEK COAL COMPANY 
(UNIT?I00 TONS) 





$000 to - 


a T 


| | | 








































































































1908. . . 
1909. -- 
1910... 
I9QII... 
1912... 
1913... 
1914... 
1915... 
1916. .. 
1917... 
1918. .. 
1919... 
1920... 
1921... 
1922... 
1923... 
1924... 





spring 
in ant 
durin 
time 

missi¢ 
felt b 
the d 
were 


til 
Al 








COAL MINING AND THE BUSINESS CYCLE 73 


Tasie I]. ADJUSTED InpEx oF SALES oF Biruminous CoAL BY THE IsLaAND CREEK COAL 
ComMPANY 








Mar. April May June July ; Sept. 





1908. . E 58} 46 62; 89 og 
1910. . ; 113 128 105 114 119 
1911... | 5 93 85 95 122 113 
1912... 131 137 135 125 : 114 
1913 98 75 112 114 98 
1914 E 108 127 108 128 93 
1915 ves 96 go Io! 93 122 
1916 123 127 104 99 
1917. IOI 120 93 88 77 
1918... 94 go 60 
1919. . 49 114 79 
1920. . 59 67 74 
1921. 129 137 141 124 
1922... 170 182 69 55 
1923. . 108 92 103 123 122 
1924.... 141 167 173 182 180 166 181 194 177 






































springs of 1910, 1912, and 1914, and, ge index rising from 100, in May, 
in anticipation of a suspension in 1916, 1916, to 332 in December. This index 
during the fall of 1915. The rise at this continued well above 250 during two- 
time was also due to the quick trans- thirds of 1917, and above 200 until 
mission to coal mining of the stimulus May, 1919. In August, 1917, prices 
felt by the iron and steel industry from were first set officially, and subsequently 
the demand for munitions. Fuel prices two important general changes in prices 
were carried upward very fast, the Coal were made by the price-fixing authori- 


Chart 11 
“ADJUSTED INDEX OF SALES OF THE ISLAND CREEK COAL COMPANY, COMPARED 
WITH ADJUSTED INDEX OF BITUMINOUS COAL PRODUCTION IN 
THE UNITED STATES—1908-1916 
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Taste III. Apjustep Inpex or Brruminous Coat Propucrion For THE Unitep Srares* 

















Year Jan. Feb. Mar. | April May June July Aug. Sept. | Oct. | Nov. | De. 
WR iets <a: 77 gI To) 72 75 85 93 9g! go 95 93 9 
PE See | 85 go 92 96 go 95 98 99 106 104 III | tio 
EE? | 108 115 126 86 93 IOI 98 99 IOI 108 108 | 106 
lbs + evans | os 9g! 95 IOI 94 94 96 102 102 IOI 107 | 04 
Na cialis hs 103 122 128 87 98 100 100 107 101 108 110 
Eee III 112 106 108 105 106 109 110 109 116 112 | 109 
1914.. 103 105 124 77 80 87 93 97 99 go 83 2 
1915... 2 86 85 g2 83 92 94 95 102 104 110 | is 
1916... | wa 125 114 100 IoI 98 98 104 102 103 108 | 107 
1917... | 414 112 121 118 120 119 116 113 107 108 112 | 104 
1918... 97 11S 119 125 125 126 134 128 118 115 100 93 
DG hts sass 0 | 94 85 83 gI 93 92 104 98 109 123 39 
ree 109 104 112 103 95 109 107 110 III III 115} 48 
1921. . | 87 80 72 78 80 81 72 75 76 go 77 67 
1922......... | 80] 103 117 50 49 54 41 55 89 92 97 | 101 
ere 106 103 106 109 106 104 102 104 98 99 89 84 
ys 3,45 i | 105 109 89 78 71 69 72 71 84 gI 83 93 






































*Index compiled by the Harvard University Committee on Economic Research, 1913-24. Figures for 1908-12 prepared by the 
same methods, from United States Geological Survey data recently made available. 


ties: an advance late in October, 1917, 
and a reduction late in May, 1918. 
These are recorded on the price curve 


of Chart V. 


The War and Post-War Period 


Production curves for the years 1916- 


160 
150 
140 
{30 
120 





110 
100 
90 


70 
60 
50 











isiand Creek 
Biiuminovs coal 


1908 1909 


1910 


i911 


ee ee 


I 
“ADJUSTED INDEX OF SALES OF THE ISLAND CREEK COAL COMPANY, COMPARED | 
WITH INDEX OF BITUMINOUS COAL PRICES—1908-1916 





1912 1913 


1924 are shown on Chart IV, and the 
Island Creek curve is shown together 
with the Coal Age index on Chart Y. 
During 1917 and 1918 a scant car sup- 
ply and the migration of miners to fields 
where the car supply was better, and 
work more regular, accounted for the 
low level of the company curve, while 
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Taste IV. MonTHLY AverRAGE Price or Biruminous Coat Expressep as RELATIVES 






















































































s* 
= TO $1.21 AS 100%.* 
ec ia LS oo —_ 
— Veos | Jan. | Feb. | Mar. April May June July Aug. Sept. Oct. Nov. Dec. 
99 i 
~ 1908......----] 88 87 87 85 85 84 86 88 87 87 86 
i. a 87 85 87 85 84 83 83 83 86 go; 90 
- 1910... os 102 102 103 104 98 97 97 99 109 105 102 101 
09 1911... <a ba 92 89 88 87 87 85 84 85 86 go; 90 
92 1912. 94 Io 135 107 92 go 84 87 go 100 107 107 
15 1913. 120 101 97 97 95 95 97 100 102 106 108 104 
07 1914. 100 96 96 96 96 93 93 93 92 93 gt 92 
04 101¢. 93 92 go 89 89 88 87 88 9g! 93 97 110 
93 1916 ; 126 | 116 105 103 100 104 IOI 107 130 187 320 | 332 
g 1917 343 | 346 21| 265 | 342| 331] 262| 268] 167| 167] 205| 205 
1B 1918 205 209 214 218 221 212 213 213 213 213 213 213 
67 1919 213 206 204 200 197 198 204 228 241 256 212 213 
01 1920 212 | 213| 213 | 318| 379] 593] 681 | 786) 704 | 643 | 485 | 362 
&4 1921 270 229 217 217 222 208 198 200 196 193 194 187 
93 1922 186 182 175 185 257 212 386 507 461 370 340 335 
' 1923 ; 362 297 | 264 235 221 212 198 198 203 188 186 180 
1924 183 | 186] 178 17I 169 167 163 164 167 174 170 170 
y the : | | 
*Coal Aze index, 1913-24. Based upon United States Geological Survey data, 1908-12. 
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output for the country generally was a 
record figure.’ Car shortage had also 
affected the output of the company dur- 
ing 1913 and in the latter months of 
1916 and again in 1917. In the fall of 
1919 the company was able to expand 
production when the strike affected op- 
erations in the union fields; but this pe- 
riod of adequate car supply proved 
short, and in 1920 car shortage pre- 
vailed generally until the collapse of 
business in the fall. 

The collapse of business was felt by 
the coal industry with especial severity 
since prices had risen sharply during the 
summer. The Coal Age index was 786 
in August, 1920, as compared with 204 
in March, 1919, when government price- 





* 4nnual Report, Island Creek Coal Company, 
1918, p. 8. 


fixing had been abandoned, and wit, 
212-213 during the preceding winter 
when fuel administration maximuyp, 
prices were again in effect; it dropped 
to 362 in December, 1920, and contin. 
ued to decline until the early months of 
1922, when the strike conditions rr. 
sulted in a sharp advance, followed by 
weakness which persisted well through 
1924. 

During these most recent years the 
position of the Island Creek Coal Com. 
pany as a low-cost producer has been 
clearly demonstrated. Except for the 
latter half of 1922 and the early months 
of 1923, when adverse transportation 
conditions affected the ability to make 
shipments, the company index has been 
at very high levels. Operations have 
been expanded, although prices have 
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been weak. The industry as a whole 
has been depressed except for a few 
months in 1923 and again early in 1924, 
when, for a time, fear of an impending 
strike led to the expansion of opera- 
tions. Except for these few months, 
high-cost mines were forced to curtail, 
and only a low-cost producer could op- 
erate on an increasing scale. 


Conclusion 


Because of the wide use of bituminous 
coal for power in transportation, basic 
industry, and general manufacture, coal 
prices are markedly responsive to fluc- 
tuations in business conditions. The oc- 
casional shutting down of a large num- 
ber of mines on account of labor difficul- 
ties contributes to the instability of the 
price curve. The sharp variations in 
prices serve in turn to emphasize the 
differences between high-cost and low- 
cost mines. The status of the low-cost 
mine becomes increasingly secure be- 


cause of its ability to operate continu- 
ously, with contract prices maintained 
over relatively long periods, and with 
a body of customers reliant upon a 
fairly constant supply of fuel. The 
high-cost mine suffers frequent grave in- 
terruptions because of its general inabil- 
ity to operate at a profit except in the 
relatively brief periods of rising or high 
prices. Transportation difficulties may 
indeed deprive the low-cost mine of its 
advantages, as was the case for the 
Island Creek Coal Company in 1913 
and 1916-18. But provided it is assured 
an adequate and continuous car supply, 
the low-cost mine can operate at a profit 
even during periods when prices are so 
low that high-cost competitors are shut- 
ting down or operating at a loss. This 
fact means that, over an extended inter- 
val of fluctuating prices, the low-cost 
mine will win a considerable advantage 
over its high-cost competitors. Such ap- 
pears to have been the Island Creek 
experience since the war. 
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interest in the use of financial 

ratios as an aid in the analysis 
and interpretation of balance-sheets. 
Many business men as well as bank- 
ers, who have already begun their use, 
are generally finding them of value. 
The uses and limitations of the many 
ratios recently developed are, there- 
fore, a matter of importance not only 
to commercial and investment bankers, 
but also to individual investors, com- 
mercial credit men, and executives. 

A financial ratio may be defined as 
that figure which expresses the relation- 
ship between two or more items appear- 
ing on the balance-sheet or operating 
statement. Thus, the current ratio is 
the expression of the relationship be- 
tween the current assets and the current 
liabilities, and is determined by dividing 
the total current assets by the total cur- 
rent liabilities, the result sometimes be- 
ing expressed in percentage form and so 
multiplied by 100. For example, sup- 
pose current assets total $50,000 and 
current liabilities $25,000, the current 
ratio will then be 200. 

50,000 
25,000 
It is important that the ratios be always 
expressed in the same manner, for oc- 
casionally to reverse the numerator and 


je is evidence of a growing 


X100 = 200.’ 


‘This summary is based on a study of financial 
ratios made by the class in Industrial Finance in 
the Harvard Business School. 

‘This result may be expressed in a variety of 
ways, and is practically never spoken of as simply 
“two,” the figure actually obtained. The tradi- 
tional phrase would be “a 2 to 1 ratio,” or “2 for 
1." Alexander Wall, of the Robert Morris Asso- 
cates, uses the percentage form, and would call 
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denominator would be confusing and 
probably misleading. In this article 
various ratios are referred to as net 
worth to total assets, sales to accounts 
receivable, and so forth; in each case 
the first item is the numerator and the 
second item the denominator of the 
fraction used to express the ratio. 

The use of ratios in analyzing bal- 
ance-sheets is not new. The current 
ratio has long been familiar, but the de- 
velopment of many of the other ratios 
is comparatively recent. A large part 
of the credit for their development 
should go to Alexander Wall, secretary 
of the Robert Morris Associates. For 
several years he has worked for the de- 
velopment of “credit barometrics,” as 
he styles them, and for their more ex- 
tensive use by banks and commercial 
credit men. Bliss,? Lincoln,* and others 
have also written of ratios which they 
regard as significant. 

One who is unfamiliar with the use of 
ratios is often at a loss to know which, 
among the many put forward, are most 
reliable and which are best suited to his 
purpose. It is the object of this article 
to point out certain of the more signifi- 
cant ratios and to explain their uses and 
limitations. _ 

In the credit analysis of a business, 
financial ratios should be used primarily 





this ratio 200. Another method of statement, more 
labored, but clearer to a beginner, is to say that 
“there are $2 of current assets for every $i of 
current liabilities.” There is little to choose among 
these various forms, and personal preference is 
usually followed. 


* Bliss, J. H., Management through Accounts. 
‘Lincoln, E. E., Applied Business Finance. 
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to supplement the information already 
obtained from various other sources. 
Although ratios serve principally as a 
mathematical check upon previously 
formed estimates, it is not unusual to 
find that their use reveals conditions not 
previously recognized. They may sug- 
gest the advisability of investigating 
further a firm whose credit standing has 
not previously been questioned. As a 
result of the warning thus given, a cred- 
itor may be able to take steps in time to 
protect himself. 

The use of ratios requires little ad- 
ditional work. Balance-sheets and op- 
erating statements, if they are worth 
gathering, are worth analysis; and the 
use of ratios constitutes one of the sim- 
plest and easiest ways of analyzing them. 
Furthermore, once a balance-sheet and 
operating statement have been an- 
alyzed by the ratio method, and the 
ratios recorded, the analysis and com- 
parisons will not have to be made over 
again each time the balance-sheet is re- 
ferred to. The greater simplicity to be 
gained by the use of ratios is perhaps 
best explained by the use of a hypothet- 
ical illustration. Suppose that it is de- 
sired to compare the 1924 “working 
capital” account of a firm with its 1923 
“working capital’ account, the two ac- 
counts being as shown in Table I, on the 
opposite page. 


*Some authorities find significance in the year- 
to-year movement of certain balance-sheet items as 
well as in the movement of ratios. It should be 
pointed out that the distinction thus made is not 
quite exact, because no item has any meaning un- 
less it can be viewed in the light of certain other 
information. For example, unless something else 
is known about a firm, it is meaningless to say 
that the inventory was valued at $2,000,000 on De- 
cember 31, 1923. Such a figure must be compared 
(mentally, at least) with the approximate size of 
the firm, if not with a more definite quantity such 
as sales, or balance-sheet totals; and the making 
of any such comparison is essentially the rough 
computation of a ratio. 


Instead of comparing the figures 
themselves, how much easier it js to say 
that the current ratio for 1924 is 209 

1,059,866 
529,933 

as compared to a ratio of 221 
992,442 
449,069 

While it is worth while to use ratios 
when analyzing only one balance-sheet, 
they are of most value in making com. 
parisons of several successive balance. 
sheets. A single card can contain the 
ratios obtained from the analysis of the 
balance-sheets of a given firm over 2 
period of years, and an arrangement of 
this kind makes it easy to compare the 
ratios of one year with those of other 
years. The changes in ratios from one 
year to another sometimes show a def- 
inite trend, and almost always throw 
light upon the general course being fol- 
lowed by the firm.’ It is frequently in- 
teresting to examine a series of this kind 
with a view to determining how the 
company has stood at various stages of 
the business cycle. 

By the use of ratios, it is also possible 
to make comparisons between several 
firms, or with an average for a group of 
companies engaged in the same line of 

business. Thus it can be determined 
whether the firm being studied is above 
or below the average of similar firms.’ 


X 100 = 200 


X 100 = 221 in 1923. 





* Much of the work of the Robert Morris Asso 
ciates, under Mr. Wall, is along this line. The 
procedure which they follow is to combine the 
balance-sheets of a large number of similar firms 
into a “roo% statement’; that is, a statement ¢x- 
pressed in percentages of its own totals. The 
monthly bulletin of the Associates presents maty 
studies of this kind and explains certain refinements 
(of a statistical nature) which Mr. Wall uses. It 
should be pointed out that these “100% statements 
are constructed separately for different regions, * 
well as for the United States as a whole. This 's 
obviously a sound practice in the use of group 
averages, as conditions in different sections va‘y 
greatly. 
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CoMPARISON OF THE 1924 WorkKING CaPiTAL ACCOUNT OF A FIRM WITH 








ABLE I. 
Laat Its 1923 ACCOUNT 
DECEMBER 31, 1924 
CURRENT ASSETS CURRENT LIABILITIES 

Inventories .....sccceccees $ 429,378 Notes Payable ............. $350,000 
i ee 216,504 Accounts Payable .......... 136,796 
Accounts Receivable .......- 271,071 Accrued Liabilities ......... 43,137 
Other Current Assets....... 142,913 

$1,059,866 $529,933 


DECEMBER 31, 1923 


CURRENT ASSETS 


lnventeties «.sccxis nde tetas $ 398,725 
Cade ..cccccenseuestnaeee 183,561 
Accounts Receivable ........ 264,102 
Other Current Assets ...... 146,054 

$ 992,442 


CURRENT LIABILITIES 


Notes Payable ............ $290,000 
Accounts Payable .......... 125,902 
Accrued Liabilities ......... 33,167 

$449,069 





If it is below the average, a comparison 
of this kind may be used to advantage 
by a bank in suggesting to a borrower 
the need for improvement. 


Limitations in the Use of Ratios 


An intelligent use of financial ratios 
can be made only if their limitations as 
well as their value are thoroughly 
understood. In the first place, the 
accuracy of ratios is dependent upon 
proper accounting methods and upon 
the use of the same, or similar, account- 
ing practices over the period of years 
during which the balance-sheets are be- 
ing compared. Furthermore, the true 
meaning of each of the accounts appear- 
ing on the balance-sheets should be 
understood. It should be known wheth- 


"This consists of taking steps to make the forth- 
coming balance-sheet look better than if it had 
been taken off without any warning or prepara- 
tion. The desired result may be accomplished in 
a variety of ways, some honest and some dishonest; 
some involving only bookkeeping entries and some 
involving actual or fictitious transactions. One of 
the more common and least effective devices is to 
devote as much as possible of current assets to the 
temporary reduction of current liabilities, thus im- 
Proving the current ratio for the time being. This 


er “accounts receivable’ includes only 
good accounts or both good and doubt- 
ful accounts, and whether all of the 
accounts receivable arise from sales of 
merchandise or whether they also in- 
clude advances to subsidiaries. Similar- 
ly, it should be known how inventories 
are valued; whether there is a proper 
amount charged off for depreciation; 
how good-will is handled, and so forth. 
It is, of course, well known that a firm 
may present a fairly good balance-sheet 
and at the same time be insolvent, and 
even certified statements are not infal- 
lible. In certain cases it is common 
practice to “dress the balance-sheet”’ 
shortly before the statement date.” For 
these reasons, bankers are in the habit 
of liberally discounting balance-sheet 
items in the light of their general knowl- 





may be illustrated as follows: If current assets 
consist of $30,000 of cash and $70,c0o of other as- 
sets, and if current liabilities amount to $75,000, 
the current ratio will be 14% to 1, or 133. If, now, 
$25,000 of cash is taken to pay off current liabili- 
ties, current assets will stand at $75,000 and cur- 
rent liabilities at $50,000, giving a current ratio of 
150. It is obvious that this change will leave the 
cash position much weaker than before, but it will 
improve the current ratio and consequently might 
deceive an analyst who went no deeper. 
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edge of the company and its accounting 
practices. 

In using ratios it is necessary to take 
into account the time of the year at 
which the balance-sheet is taken. Thus, 
if the balance-sheets of two firms are 
struck off in different months, due al- 
lowance must be made when comparing 
the two sets of ratios. Also, it should be 
expected that the same firm may show 
quite different ratios, depending upon 
the date of its balance-sheet. 

Again, it should be realized that 
ratio studies serve only to indicate the 
present and past history of a company. 
They are of value in analyzing the 
probable future position only in so far 
as any study of the present and the past 
forecasts the probable future. It would 
obviously be impossible for them to pre- 
dict conditions such as those which 
might be caused by a radical change in 
the policies of the company. 

No standard of ratios can be set up 
which will apply to all industries under 
all conditions. A company selling goods 
on long terms of credit should require 
a higher current ratio than the firm sell- 
ing for cash or on short terms of credit. 
Similarly, to cite extremes, a wholesale 
grocery house can safely operate with a 
higher percentage of borrowed capital 
than can a distributor of agricultural 
implements. The reason for this lies in 
the fact that the terms of sale are much 
shorter in the wholesale grocery trade 
and there is less risk of loss on inven- 
tories from fluctuations in the price 
level. It is because of these varying 
conditions that it is advisable to com- 
pare the ratios of one company with the 
standard ratios for companies engaged 





*A fourth group of ratios might have been in- 
cluded in this discussion. The ratios of this group, 
however, are miscellaneous in character, dealing 
primarily with factors involving the long-time po- 
sition of a company and of interest chiefly to bond- 


in a similar line of business. Further. 
more, it should not be expected that the 
same ratios will be suitable for al] types 
of firms. Some ratios may be of partic. 
ular importance in the case of firms en. 
gaged in a_ merchandising business, 
but of much less value with firms ep. 
gaged in a manufacturing business, 
Consequently, the ratios to be used jin 
any given instance should be selected 
with regard to the nature of the com. 
pany’s business. 

Finally, it should be understood that 
ratios are not to be used alone, and that 
they are not meant to replace the other 
methods used in judging a concern, 
Ratios do not and cannot show the con- 
tingent liabilities, advance commitments, 
and other risks which are to be found 
in many enterprises, and which are 
often the most serious factors in deter- 
mining credit standing. Their usefulness 
lies rather in the check they impose upon 
previously formed opinions and in the 
possibility that they may reveal condi- 
tions not yet realized as existing. They 
should be used merely as a guide. 


Classification of Ratios 


For convenience the ratios described 
in this article are discussed under the 
following three groupings: (1) those 
involving the current position, (2) those 
involving sales, and (3) those involving 
net worth.’ This grouping of ratios is, 
of course, arbitrary; other groupings 
might be equally justifiable. The one 
used, however, has the advantage of 
segregating into groups ratios which 
are subject to the same general crit 
cisms. 





holders and stockholders. Because it is believed 
that they do not bring out any essential informs 
tion from the credit standpoint which is not fur 
nished by the sales, net worth, and current pos 
tion ratios, this group of ratios has been omitt 
from the discussion. 
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In each group will be found ratios of 
outstanding value, ratios of limited 
value and use, and ratios of little or no 
significance. The discussion of a large 
number of ratios has been undertaken 
upon the theory that it is as important 
to show why certain ratios are of little 
or no significance as it is to show the out- 
standing value of others. 


Ratios Involving Current Position 


The commercial banker and the com- 
mercial credit man are both especially 
concerned with the current position of a 
company and with its ability to pay off 
its currently maturing obligations at 
their due dates. Consequently, they are 
primarily interested in those ratios 
which indicate the ability of a company 
to liquidate its current liabilities by con- 
verting its current assets into cash. 

The current ratio. The most im- 
portant and most inclusive of the ratios 
bearing upon the current position is the 
current ratio referred to above. There 
is an old theory that a firm should be 
able to show a current ratio of at least 
200 (or 2 to 1). This is based on the 
belief that in the event of forced liqui- 
dation, the current assets will shrink in 
value and that an allowance for a 
shrinkage of at least one-half should be 
made in order to protect the firm’s 
creditors at all times. In discussing 
this matter it is well to bear in mind 
that there is a distinction between the 
ratio itself (a relationship between 
quantities), and the 2 to 1 standard 
which is so closely associated with it. 
The two ideas are quite distinct, but 
they have been confused to such an ex- 
tent that one sometimes hears the cur- 
rent ratio referred to as the 2 to 7 
ratio, 

Both the current ratio and the 2 to 1 
standard have come in for their share 
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of the criticism recently directed at so 
many time-honored business practices. 

The basic criticism of the ratio itself 
is that it is quantitative rather than 
qualitative, and there can be no doubt 
that this is true. The ratio treats all 
current assets alike and assumes that all 
are liquid. As a matter of fact, cash 
(if it be really cash, and barring bank 
failures) is the only item of current 
assets which never loses its power to 
pay debts. While receivables and in- 
ventories are both regarded as being 
readily convertible, both are subject to 
many uncertainties, and each may react 
differently to outside influences. Con- 
sequently, the current ratio is faulty, in 
that it lumps current assets together 
and makes no distinctions between them. 
The observation that this is precisely 
the state of affairs for which the 2 to 
1 standard is designed to make allow- 
ance is answered by criticism of the 
standard. And this point, also, is well 
taken, for there can be no doubt that 
a ratio of 2 to 1 may be more than sat- 
isfactory in some cases and less than 
satisfactory in others. 

It appears that something very like a 
complete credit analysis should be 
undertaken in order to set a really satis- 
factory standard current ratio for an 
industry or an individual company. The 
following factors all bear upon the mat- 
ter and should be taken into considera- 
tion. These factors are: (1) The type 
of business—that is, whether manufac- 
turing or merchandising; (2) the nature 
of the product and the method of its dis- 
tribution; (3) if it is a manufacturing 
business, the nature of the process and 
the length of time required in manu- 
facture; (4) the stage of growth reached 
by the industry or the firm; (5) the 
character of the management; (6) the 
geographical factors of location with 
regard to markets, raw materials, labor; 
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(7) the degree of sensitiveness to the 
business cycle; (8) the current phase of 
the business cycle; (9) the terms of 
credit obtaining for both sales and pur- 
chases; and (10) the extent and causes 
of price fluctuations. It may seem rather 
ridiculous to say that all the credit char- 
acteristics of a business should be 
known, if a proper standard current 
ratio is to be determined. Instead of 
using the current ratio as an aid in 
credit analysis, a credit analysis is to be 
made to explain the ratio. But, as a mat- 
ter of fact, most people who use the 
current ratio and who do not cling 
blindly to the 2 to 1 figure, do take all 
these matters into account. The degree 
of accuracy desired determines the 
amount of detail employed. A person 
familiar with the line of business under 
consideration will make allowance for 
the various factors almost uncon- 
sciously. 

As far as published material is con- 
cerned, the most careful work in the 
matter of setting standard current ratios 
has been done by Mr. Wall and by the 
Robert Morris Associates under his 
direction. Lincoln and other writers 
have contributed in lesser degree. In 
most of these cases, the standards set 
up consist of group averages. While 
it is not to be taken for granted that 
a group average constitutes a satisfac- 
tory standard, it is none the less true 
that the use of such averages as bases 
of comparison serves the purpose of 
showing the relative standing of a given 
firm. 

All of the factors mentioned above 
have a bearing on the current ratio, 
which in most cases is obvious enough. 
To discuss them all, together with some 
of the rather hair-splitting criticisms 
which have been directed at the current 
ratio, would require a separate article. 
It seems worth while, however, to touch 


upon one interesting commentary on the 
2 to 1 standard. The idea referred to 
is that for the same company a poorer 
current ratio (say 150) shown at , 
period in the business cycle, after de. 
flation has taken place and when busi. 
ness is on a sound basis, may be prefer. 
able to a higher current ratio (say 200) 
shown in a period of prosperity when 
prices and activity are near the peak.’ 
The reason for this lies in the fact that 
in a rising market many companies buy 
unwisely. They buy too much, they pay 
inflated prices, and, furthermore, they 
are likely to make heavy commitments 
of one kind or another. A firm’s own un- 
wise purchases will then be represented 
on its balance-sheet as inventories, and 
the unwise purchases of its customers as 
accounts receivable. On account of the 
inflation, both these items are subject 
to more than normal shrinkage. After 
deflation, on the other hand, every one 
buys cautiously, and prices are low, with 
the result that both inventories and re- 
ceivables are likely to represent sound 
values. The logical, though perhaps 
impracticable, application of this idea is 
that banks should require their cus- 
tomers to show an increasing current 
ratio in a rising market. 

The inherent fault of the current ratio 
and the inadequacy of the 2 to 1 stand: 
ard have been brought out above. It 
remains to observe that both the ratio 
and the standard have worked ex 
tremely well in practice. Whatever its 
shortcomings, the ratio seems to have 
the quality of bringing out vital weak- 
ness or vital strength in many cases. As 
for the 2 to 1 standard, it appears to 
provide a good working figure in at least 
a majority of cases. Probably it is not 
often a dangerously low ratio. The 





See Sprague, O. M. W., “Bank Management 
and the Business Cycle,” Harvarp Business Ri 
view, October, 1922, p. 19. 
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statistical work which has so far been 
done along this line is not conclusive, 
but it seems to indicate that 2 to 1 would 
be better as a minimum than as a satis- 
factory standard. Its success may be 
accounted for by the fact that many 
bankers and business men regard 2 to 
1 as not only a satisfactory standard, 
but, oddly enough, also as a minimum. 

It is not the intention of this article 
to set up any system of ratios designed 
to produce a satisfactory credit estimate 
by illuminating and checking one 
another. It is believed, however, that 
a good deal can be gained by viewing 
the current ratio in the light of other 
ratios bearing upon current position. 
This leads to a discussion of the other 
ratios which attempt to analyze the cur- 
rent position more in detail. 

Current assets less inventories to cur- 
rent liabilities. The first of these ratios, 
that of current assets less inventories to 
current liabilities, is of value particularly 
when analyzing a company whose inven- 
tories may be subject to considerable 
shrinkage in value. It eliminates the 
uncertain marketability of the inventory 
and so may prove of especial value dur- 
ing “boom” periods when prices are ab- 
normally high. Inventories rather than 
accounts receivable are eliminated, on 
the ground that accounts receivable are 
nearer to cash than are inventories. In 
certain cases, however, the inventories 
may be more liquid than the accounts 
receivable, as when a concern is in a 
position to liquidate inventories on cash 
terms. Furthermore, accounts receiv- 
able may have their maturities extended 
or may develop into doubtful or bad 
accounts. The advisability of using this 
ratio, therefore, depends upon a knowl- 
edge of whether inventories are more 
or less subject to shrinkage than the 
remaining current asset items. 
Cash to current liabilities. 


A second 
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ratio, the ratio of cash to current lia- 
bilities, is a measure of immediate sol- 
vency. A satisfactory ratio depends 
almost entirely upon the nature of the 
business, its credit policies, customs of 
the trade, when the current liabilities 
are due, possibility of postponing or ex- 
tending payments of liabilities, and the 
probability of obtaining additional cash 
when the liabilities become due. It is 
advantageous to have a good cash ap- 
pearance in a credit investigation. It is 
usually to be expected that cash will be 
at least 20% of the maximum bank bor- 
rowings, which is the customary deposit 
requirement. While a high ratio indi- 
cates greater liquidity, it may not be 
desirable, for it may indicate a too con- 
servative policy. Ordinarily the more 
nearly a firm can keep all of its funds 
employed, yet reserve a sufficient margin 
of idle cash for safety, the better. 

Inventories to receivables. An in- 
crease in the ratio of inventories to 
receivables is indicative that mer- 
chandise inventories are being accumu- 
lated more rapidly than they are being 
sold. While such an increase may be 
satisfactory during a period of rising 
prices, a high ratio during the peak of 
prosperity would indicate that there 
existed a possibility of severe loss when 
the drop in prices came. 

When using this ratio, it should be 
recognized that (1) the figure for in- 
ventories may vary considerably, de- 
pending upon the season of the year; 
and (2) the figure for receivables will 
vary according to credit terms, and that 
a high figure for receivables may 
be caused either by an unusually large 
volume of sales immediately preceding 
the date of the balance-sheet, or by a 
growing percentage of slow or doubtful 
accounts. The interpretation must also 
depend upon whether inventories or re- 
ceivables are considered the more liquid. 
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Because of the many disturbing fac- 
tors which affect the interpretation of 
this ratio, its value is usually doubtful, 
even though at times it may be signifi- 
cant. 

Other ratios involving current posi- 
tion. Several other ratios have been 
suggested as a possible aid in the inter- 
pretation of the current position. Two 
ratios, receivables to payables and in- 
ventories to payables, involve the use 
of payables instead of total current lia- 
bilities. From the credit standpoint, 
these two ratios would appear to have 
little value, for in the final analysis it 
makes little difference what the nature 
of the liability is, so long as it is a cur- 
rent liability. 

In somewhat different category is the 
ratio of notes payable to accounts pay- 
able. This ratio is an indicator of 
whether or not discounts on purchases 
are being taken. If discounts are not 
being taken, it might signify that the 
firm is a poor credit risk. The terms of 
purchase should, of course, be known 
before a correct interpretation of this 
ratio can be made. 

Three ratios which also attempt to 
analyze the current asset items are: (1) 
cash to current assets, (2) accounts re- 
ceivable to current assets, and (3) in- 
ventories to current assets. These 
ratios show the proportionate amounts 
which each of the more important cur- 
rent-asset items bears to the total of 
current assets. They suggest that the 
current ratio might be “discounted” in 
the following manner: (1) Determine 
the percentage which each of the cur- 
rent-asset items bears to the total cur- 
rent assets, (2) multiply each of these 
percentages by an estimated percentage 
of the liquidity of the item, (3) multi- 
ply the current ratio by the sum of the 
resultants. 

The hypothetical case given in Table 


II, on page 88, is illustrative of how the 
current ratio of a manufacturing com. 
pany might be discounted. 

When a satisfactory estimate can by 
made of the liquidity of each of the 
items comprising the current assets, this 
method of discounting the current ratio 
appears to have considerable merit, |; 
is a method which can be applied to any 
type of industry at any stage in the busi. 
ness cycle, with equally satisfactory re. 
sults. It is not, however, without its 
limitations: (1) Its usefulness is de. 
pendent upon a knowledge of the indi. 
vidual company, and such knowledge js 
not often available; (2) it is subject 
to the error of human judgment, and 
this may vary from year to year, or 
from company to company, if two com. 
panies are being compared; and, finally 
(3) it is a somewhat complex method. 
If these qualifications and limitations 
are borne in mind, it is believed that 
this method provides a check upon the 
current ratio which is of value in credit 
analysis. 

Conclusion. Despite the fact that the 
current ratio places emphasis upon 
quantity rather than quality of the cur- 
rent assets, this ratio is the most valua- 
ble and dependable of the ratios used 
for analyzing current position. Its ad- 
vantages are: (1) it is simple to cal 
culate, and (2) it considers all of the 
items affecting the current position. 
Where it is possible to judge the 
liquidity of the various current-asset 
items with a fair degree of accuracy, 4 
method has been suggested for “dis 
counting” the current ratio. While some 
of the other ratios involving current 
position may be useful in indicating 
managerial policies, they appear to have 
little value in supplementing the use o! 
the current ratio unless the general con- 
dition of the firm’s current assets is well 
known. 
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Ratios Involving Sales 


Certain of the ratios involving sales 
‘ndicate the relative activity of a com- 
pany and throw light upon some of the 
operating policies and upon the ability 
of the management. They may also 
serve to indicate the quality of the re- 
ceivables. Unfortunately, sales figures 
are not always available in conjunction 
with the balance-sheet, and so the use 
of sales ratios may be limited for this 
reason. The following are the more 
common and the more significant of the 
many sales ratios: 

Sales to total assets, and sales to fixed 
assets. Sales may be compared to either 
total assets or fixed assets. If compared 
to total assets, the purpose is to show 
the effectiveness with which all of the 
capital invested in the enterprise is be- 
ing employed, while if compared with 
only fixed assets, the purpose is to show 
the effectiveness with which the plant is 
being utilized and whether possible ex- 
pansion has been justified by a corre- 
sponding increase in output. 

The first of these two comparisons 
normally would seem to have the 
greater value, although both com- 
parisons may prove desirable. A low 
ratio of sales to total assets might 
signify either ineficient management, or 
that the firm was carrying considerable 
dead-weight. It is to be expected that 
such a ratio would show cyclical tenden- 
cies over a series of years, dependent 
on the extent to which sales are affected 
by the business cycle. 

The ratio of sales to fixed assets 
would probably prove of less value in 
analyzing a merchandising firm, because 
such a firm usually has a greater per- 
centage of its total assets in the form 
of current assets than has a manufactur- 
ing company with its heavy investment 
in plant. A manufacturing concern, 
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however, may find this ratio desirable, 
especially if a comparison is to be made 
with similar firms. A comparison on the 
basis of fixed assets, properly valued, 
is probably more accurate than is a com- 
parison on the basis of total assets, for 
total assets may be affected by such items 
as good-will, outside investments, and 
other incomparable items of this kind. 
The decision as to which of these ratios 
to use should be made according to the 
type of the industry and the nature of 
the balance-sheet, although it is believed 
that the ratio of sales to total assets 
should be favored. 

Sales to accounts receivable. The 
ratio of sales to accounts receivable is 
one which is frequently suggested and 
one which may prove of considerable 
value. The purpose of this ratio is to 
indicate the average length of the credit 
terms which a firm is offering to its cus- 
tomers, a lower ratio signifying either 
longer credit terms or an increase of 
slow or “frozen’’ accounts. 

The weakness of this ratio lies in the 
fact that the sales figure is usually an 
annual figure, while the figure for ac- 
counts receivable as it appears on the 
books arises from only the sales of the 
past 15 to 60 or more days, depending 
upon the credit terms offered. The 
ratio, therefore, does not necessarily 
signify the length of the credit terms 
which are offered. For this reason, the 
ratio is of importance principally for 
the comparison of one period with an- 
other, the figure for a single period hav- 
ing comparatively little value. 

If sales are of a seasonal nature, and 
especially if the seasonal movement is 
likely to vary from year to year, the 
ratio of sales to accounts receivable may 
prove misleading. It is not probable, 
however, in the majority of cases, that 
there will be changes in the seasonal 
fluctuations of sales of sufficient magni- 
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tude to affect materially the interpreta- 
tion of the ratio. If monthly sales 
figures are available, a changing sea- 
sonal will probably be noticed, and a 
more satisfactory interpretation of the 
ratio can be had. While it is believed 
that this ratio is of value in a credit 
analysis, its limitations should be recog- 
nized when using it. 

Sales to inventory, and cost of sales 
to average inventory. These two ratios 
have for their purpose the determina- 
tion of the rate of the turnover of in- 
ventories, a high ratio indicating a 
rapid stock-turn with less probability of 
any considerable quantity of “shop- 
worn” or unmovable merchandise being 
included. 

Although the ratio of sales to in- 
ventory is probably the better known 
and more common ratio in use, it is the 
less desirable of the two. In the first 
place, this ratio does not give the true 
rate of turnover of inventories. The 
sales figure includes the elements of cost 
of goods sold, sales expenses, and 
profit. On the other hand, the in- 
ventory includes neither sales cost nor 
profit, unless it happens to be taken at 
the selling price. This, of course, ren- 


ders the two figures incomparable, 
Furthermore, the inventory appearing 
on the balance-sheet is usually not the 
average inventory figure for the year, 
Many firms, for the sake of convenience, 
present a balance-sheet at the time that 
their inventories are lowest, thus de- 
creasing the denominator of the frac. 
tion. It is evident, therefore, that this 
ratio fails to give a true picture of 
stock-turn. 

The ratio of cost of sales to average 
inventory is a more accurate measure of 
the stock-turn. Because the cost of 
sales, in the case of a merchandising 
firm, usually means the actual cost to 
the company of the inventory which is 
disposed of during the year, this figure, 
when divided by average inventory 
(usually determined by averaging the 
inventory figures for the beginning and 
end of the period), gives a fairly ac 
curate picture of the rate of stock-tur. 
Even this method may not prove a 
curate with a manufacturing fim, 
for the figure for cost of sales would 
probably be the cost of the finished 
goods disposed of during the year, and 
so would include the manufacturing 
cost, while the figure for inventories 
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would probably include raw materials, 
goods-in-process, and finished goods. As 
these elements of error are likely to be 
similar from year to year, this criticism 
carries less weight than would seem to 
be implied. The purpose of the criti- 
cism is rather to show that although 
the ratio is of value in the case of both 
merchandising and manufacturing firms, 
its importance is greater with mer- 
chandising firms. 

It may be concluded from the above 
that the ratio of cost of sales to average 
inventory is of far greater significance 
in computing stock-turn than is the ratio 
of sales to inventory. In either case, 
the ratio is more accurate in the analysis 
of a merchandising or distributing firm 
than in that of a manufacturing com- 
pany. Where the selling-price method 
of accounting is used in a merchandising 
business, stock-turn may be found by 
dividing sales by the average inventory 
at the selling price. This gives substan- 
tially the same result as dividing cost 
of sales by average inventory at cost. 

Gross profit to net sales, and cost of 
sales to net sales. These two ratios, 
for practical purposes, may be discussed 
as one. Cost of sales and gross profit 
together compose net sales. Thus, when 
both are computed from the same 
figures they are complementary. A 
change in one means a corresponding 
change in the other in the opposite direc- 
tion, arises from the same causes, and 
reflects the same conditions. The use of 
one alone is then sufficient. Gross profit 
to net sales is selected as expressing 
most conveniently the significant fea- 
tures in the relationship of the items 
involved. 

The ratio of gross profit to net sales 
considers the broad results of a con- 
cern's primary operations, whether 
manufacturing or merchandising. Be- 
cause the principal deductions from 


gross profit are selling costs, this ratio 
reflects the control of costs of preparing 
goods for sale, involving purchasing and 
manufacturing costs for a manufactur- 
ing concern, and purchasing costs alone 
for a merchandising concern. It records, 
in terms of net sales, the spread between 
cost of sales and net sales. Although 
it may be used for comparison with the 
figures of other concerns, its chief ad- 
vantage lies in its use for a sequential 
comparison of the figures of the same 
company. Used in this way, it may 
serve to indicate the extent to which 
costs may be correlated with sales, and 
the consistency of mark-up policies. 
Little or no change in it during periods 
of varying conditions would indicate an 
effective control of costs by a manufac- 
turing concern, and of purchasing and 
mark-up policy by a merchandising con- 
cern. It is inevitably affected largely by 
the price level, and must be carefully 
interpreted not only in the light of pre- 
vious ratios, but in the light of the cur- 
rent level of prices. 

Net profit’ to sales. This ratio in- 
dicates the summarized results of a 
company’s producing or merchandising 
business, reflecting all factors of returns 
from sales, cost of sales, and expenses 
deductible from gross profit. Repre- 
senting, as it does, the result of many 
influences, it is less valuable for pur- 
poses of operating control than other 
ratios reflecting fewer and more closely 
influential conditions. Because it does 
indicate the net results of a company’s 
principal operations, it is the ultimate 
standard of the successful administra- 
tion of operations. It is necessarily in- 
fluenced by changes of price level, of 
demand, and of competitive position, 


* Net profit, as here used, means net earnings 
from sales, whereas net income means net earn- 
ings from all operations. 
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and must be interpreted generally in re- 
lation to other ratios affected principally 
by only one of these varied and some- 
times divergent influences. 

The results of a concern’s mark-up 
policy are less clearly reflected in this 
ratio than in the ratio of gross profit 
to net sales. This latter ratio may be 
profitably studied in relation to the net 
profit to net sales ratio in determining 
the success of mark-up and price policies 
in the light of the volume and type of 
business done. To this extent, it may be 
used for purposes of analytical study. 
Its principal value, however, appears to 
lie in the summary statement of the suc- 
cess of the producing and merchandising 
operations which it presents, and in the 
analysis of this statement by the use of 
other ratios reflecting fewer and more 
isolated influences. 

Total expense to net sales. This ratio 
is of importance only under special con- 
ditions where total expense includes all 
the costs of net sales. These conditions 
are found ordinarily only in the case of 
railroads and other public utilities, 
where the investment is large and a 
service is sold with all material costs 
arising as incidental costs of supplying 
the service. In such cases it is known as 
the operating ratio, and as such has long 
been used for purposes of comparison 
from year to year. The difference be- 
tween the two items comprising the ratio 
represents the amount of revenue avail- 
able—after primary expenses—for in- 
terest and dividend charges and for the 
building up of surplus. 

Under ordinary conditions applicable 
to producers and merchandisers, this 
ratio is of little importance, revealing 
nothing of value that the ratios of gross 
profit to net sales, and net profit to net 
sales, do not show when considered to- 
gether. 





Cost of Sales to Accounts Payable 


The importance of this ratio appears 
chiefly in its use by merchandising firms 
where cost of sales means the cost of 
goods purchased for resale in the same 
form. With such an interpretation, the 
ratio indicates the policy with regard to 
the taking of discounts, and alj 
whether the usual terms of purchase are 
being observed. The ratio would prob. 
ably have little value in the case of , 
manufacturing firm where the cost of 
labor enters to a considerable degree 
into the cost of sales. This ratio, hoy. 
ever, even in the case of a merchandjs. 
ing concern, may prove misleading: 
because the figure for cost of sales repre. 
sents operations over a period of time, 
while accounts payable give only the 
figure for a specific time which may not 
be typical of the period covered by the 
former. The ratio is, therefore, of an 
important general significance, but sub- 
ject to modification under special condi- 
tions. 

Conclusion. Sales ratios, when prop- 
erly used, are of value in estimating and 
checking managerial policies and opera- 
tions. Their principal limitation is that 
the necessary data for computing them 
is not always available. Sales ratios 
may be used to indicate: (1) whether 
sales are in proper volume for the in- 
vestment in total or fixed assets; (2) the 
collectibility of receivables, except under 
unusual conditions of seasonal or other 
fluctuations; (3) the mark-up policies 
and the stock-turn figures for merchan- 
dising firms; (4) whether profits are 
keeping up with an increase in the vol- 
ume of sales; and (5) credit terms for 
the collection and payment of accounts. 


Ratios Involving Net Worth 


The net worth of a company is the ex 
cess of assets over the total debt. It's 





found 
sets al! 
ties to 
owners 
the cré 
that tl 
worth 
protec 
A met 
net wé 
that it 
crease 
compa 
in the 
to the 
has be 
Ag 
the us 
shoulc 
an inc 
accoul 
subtra 
variot 
outsid 
ant fis 
that t 
for e1 
cause 
depre 
tories 
to wr 
debts. 
Th 
ing t 
much 
cern 
This 
conce 
of it 
whos 
from 
book 
reaso 
the u 
ering 
belies 
net ¥ 





SUMMARIES OF BUSINESS RESEARCH gI 


found by subtracting from the total as- 
sets all liabilities other than the liabili- 
sies to the owners, and so represents the 
owners’ equity in the company. From 
the creditors’ standpoint it is desirable 
that this figure should increase, for net 
worth may be considered as a cushion 
protecting creditors from possible loss. 
A mere increase, however, in a firm’s 
net worth does not necessarily indicate 
that it is in a better condition. The in- 
crease in net worth may have been ac- 
companied by an even greater increase 
in the firm’s debt, so that in proportion 
to the debt, the cushion of net worth 
has been decreased. 

A general criticism which applies to 
the use of all ratios involving net worth 
should be mentioned. Net worth is not 
an individual item as notes payable or 
accounts payable. It is the result of 
subtracting from the total of all the 
various asset items the total of all the 
outside debts. It is, therefore, a result- 
ant figure and is subject to the criticism 
that there have been numerous chances 
for errors to slip in, such as might be 
caused by an insufficient allowance for 
depreciation, an overvaluation of inven- 
tories and of fixed assets, or by failure 
to write off a sufficient amount for bad 
debts. 

The possibilities of error in determin- 
ing the true net worth are normally 
much greater with a manufacturing con- 
cern than with a merchandising firm. 
This is true because a manufacturing 
concern has so much larger a proportion 
of its capital tied up in fixed assets 
whose book value is likely to vary more 
trom the true market value than is the 
book value of current assets. For this 
reason, some authorities do not favor 
the use of net worth ratios when consid- 
ering manufacturing companies. It is 
believed, however, that even though the 
net worth figure may not be exactly cor- 


rect for manufacturing companies, it is 
probable that the errors made will be 
sufficiently similar year after year so 
that the net worth ratios would be of 
some value for comparison. Due recog- 
nition should be given to this limitation, 
however, when using them. 

The following ratios are believed to 
be of significance in analyzing the con- 
dition of a company in terms of its net 
worth: 

Net worth to total assets. The ratio 
of net worth to total assets is perhaps 
the most significant of the net worth 
ratios. It shows the proportion of capi- 
tal employed which has been contributed 
by the owners, and thus indicates in a 
general way the amount of confidence 
which the owners feel in the enterprise 
and the percentage of loss which the 
business may undergo before its ulti- 
mate solvency is affected. 

This ratio taken alone, however, may 
prove misleading. An increase in the 
ratio caused by an increase in the fixed 
assets would not usually signify as great 
an improvement in the credit position 
as an increase in the ratio caused by an 
increase in the current assets. To re- 
move this difficulty, it might be sug- 
gested that the ratio be broken up into: 


1. The ratio of net worth to fixed assets 


2. The ratio of net worth to current assets 


Taken separately, these ratios do not 
give the information supplied by the 
former ratio and may prove misleading. 
Thus, an increase in the ratio of net 
worth to fixed assets may be accom- 
panied by a decrease in the ratio of net 
worth to current assets, and vice versa. 
Taken together, however, these two 
ratios aid materially in the interpreta- 
tion of the ratio of net worth to total 
assets. 


Net worth to debt. The ratio of net 
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worth to debt is sometimes suggested 
as being of significance because it shows 
whether or not the proportion of the 
owner’s capital invested is increasing or 
decreasing, a decreasing percentage in- 
dicating that the owners are more and 
more trading on their equity. On an- 
alysis, however, it is to be seen that this 
ratio only gives in another form the 
same information contained in the ratio 
of net worth to total assets. Thus, if 
a company shows a net worth to total 
assets ratio of 70, signifying that 70% 
of the capital invested is from the own- 
ers, it is at once obvious that the remain- 
ing 30% must be furnished by the out- 
side creditors. An increasing net worth 
to total assets ratio, and an increasing 
net worth to debt ratio, therefore, have 
exactly the same significance. The net 
worth to total assets ratio, however, 
has the added advantage that it may be 
interpreted in the light of the two sup- 
porting ratios, net worth to fixed assets, 
and net worth to current assets. It is, 
therefore, believed that the ratio of net 
worth to total assets is to be preferred 
to the use of the ratio of net worth to 
debt. 

Net worth to capital stock. An in- 
vestor or stockholder might be particu- 
larly interested in the ratio of net worth 
to capital stock as indicative of the book 
value of a share of stock. It should be 
borne in mind, however, that from the 
credit view-point, short-time lenders are 
not interested in the amount of net 
worth per share of stock outstanding, 
nor even in the absolute amount of net 
worth, but in the proportion of the total 
capital employed which has been con- 
tributed by the shareholders (shown by 
the ratio of net worth to total assets). 
Furthermore, the use of this ratio is to 
be criticised, because (1) an increase in 
the equity of a share of stock may coin- 
cide with an increase in the proportion 


of borrowed capital, and so the com. 
pany might be really in a weakened 
credit position; and (2) a decrease jn 
the equity may be the result of the sal. 
of additional stock, which would de. 
crease the proportion of borrowed capi. 
tal and so strengthen the company’s 
credit position. Because of these weak. 
nesses, this ratio seems to have little 
value, especially if considered alone, 

Sales to net worth. Considerable 
attention has been given this ratio by 
different writers. It has been suggested 
that the ratio is a good measure of the 
management of a business. A low ratio 
indicates a moribund business, whereas 
a high ratio shows an enterprising and 
energetic management. An abnormally 
high ratio, however, suggests that the 
business is being run on_ insufficient 
capital. 

It would appear that the relation of 
sales to total capital employed is a 
better guide to the ability of the man. 
agement and to the sufficiency or 
insufficiency of capital employed. (A 
discussion of the ratio of sales to total 
assets appears under the sales ratios.) 

Net income to net worth. This ratio 
has also been suggested as a measure 
of the ability of the management. It 
represents the annual net return on the 
total capital invested by the owners. 
While the actual owners are doubtless 
interested in the ratio, creditors will be 
little concerned with it, for a high ratio 
may be the result of a low margin of 
profit on all capital used, and, therefore, 
it indicates but little security to cred- 
itors. From the standpoint of the 
creditors, the ratio of net income to 
total capital employed is of more im- 
portance. 

Conclusion. It is believed that of all 
the net worth ratios examined, the only 
ratio of importance from the standpoint 
of credit analysis is the relation of n¢t 
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worth to total assets. This ratio, how- 
ever, needs to be interpreted with the 
assistance of the net worth to fixed as- 
sets and the net worth to current assets 


ratios. 


Summary 


The analysis of the above ratios re- 
veals that: (1) the current ratio is 
generally the most significant of the 
ratios involving the current position. 
Where a knowledge of the nature of 
the current-asset items permits, other 
ratios are of supplementary value, and 
in some instances the current ratio may 
be “discounted.” (2) Net worth ratios 
should not be considered alone. Of the 
net worth ratios, met worth to total as- 
sets has generally the greatest signifi- 
cance, but it needs to be supplemented 
by the ratios of net worth to fixed assets 
and net worth to current assets. While 
generally of value, particularly for com- 
parative purposes over a period of 
years, these ratios may be affected by 
changes in accounting practices or be- 
cause of cumulative errors in the bal- 
ance-sheet. (3) Sales ratios are of 
value in indicating operating policies 


s and in revealing the condition of the 


firm. Some of these are applicable only 
to merchandising concerns. 
The selection of the ratios to use in 


analyzing a company’s balance-sheet 
and operating statement depends upon 
the purpose of the analysis and upon the 
type of industry which is being analyzed. 
It is impossible to select a few ratios 
and say that these will apply in every 
case and under every condition. Simi- 
larly, the question of the relative weight 
that should be given to each ratio used 
depends upon the nature of the indus- 
try and the purpose of the analysis. 
Thus, the current ratio is usually of 
greater value in the analysis of mer- 
chandising companies than it is in the 
analysis of manufacturing companies, 
for ordinarily a greater proportion of 
the merchandising companies’ assets will 
be in the form of current assets than is 
the case with manufacturing com- 
panies. 

In conclusion it may be stated that a 
discriminating use of financial ratios 
would seem likely to prove of consider- 
able value in checking and in supple- 
menting estimates of a company’s 
condition secured from other sources. 
The simple method which ratios afford 
of comparing the balance-sheets of one 
company over a period of years, or of 
comparing the balance-sheet of one com- 
pany with a similar concern or with a 
group standard, will be found advan- 
tageous in a large number of instances. 
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REACHING THE CONSUMER THROUGH 
DIRECT PERSONAL SELLING 


problem of increasing sales vol- 

ume so as to retain a normal pro- 
portion of the market, or to make this 
proportion larger, becomes a perplexing 
one to many manufacturers. One solu- 
tion that has proved effective in the case 
of several nationally known manufac- 
turers has been that of selling direct to 
the consumer through canvassers. So 
successful have a few of these firms been 
that numerous concerns engaged in 
other lines are considering the possi- 
bility of selling their own products in 
this way. 

It should be borne in mind by those 
who propose to substitute this method 
of selling for another now in effect that 
one hears only of the successes in this 
field. The instances in which firms have 
tried direct personal selling and have 
found it inapplicable or ineffective are 
not brought to the attention of the 
business world beyond the few persons 
who are immediately concerned. Care, 
therefore, must be taken in drawing 
from the experience of a few firms the 
conclusion that this method is the solu- 
tion of the distribution problem of all 
who sell to the general public. It is the 
purpose of this discussion to bring out 
some of its uses and limitations. 


A competition becomes keener, the 





*It should be understood that so-called wagon 
retailers, merchants who have no other place of 
business than their wagons and who make regular 
deliveries at the householder’s door, are not in- 
cluded in the above, although they handle con- 
venience goods. The handling of necessities for 
which there is a renewed need daily, the frequency 
with which calls are made, and the lack of neces- 
sity of making a sale at each call are points of 


Obviously, the type of goods to kk 
sold will have a bearing on whether o; 
not sales may be made through can. 
vassers. Certain specialties may require 
this method of selling, at least during 
the time they are being introduced to the 
market, while goods having a shopping 
appeal, or those bought on a conve. 
nience basis, may find it a poor plan. In 
each of these fields there are successful 
examples. The question that arises js 
whether concerns which are not pio 
neers, and which, therefore, cannot 
enjoy a practical monopoly of the 
exceptions to ordinary buying habits 
can secure a sufficient volume of sales in 
this way to make it a profitable means 
of selling their products. 

Convenience goods usually do not 
lend themselves to this manner of dis 
tribution. This type of goods com- 
monly is bought at the nearest store as 
the need arises. The purchaser does not 
wish to postpone his purchase; if he 
cannot get what he wants at the nearest 
store, he will go to the next nearest. 
Because it is impossible, except in a 
small number of instances, for the car- 
vasser to be at the purchaser’s door 
when the need for his product arises, 
many sales undoubtedly are lost. The 
success of the Fuller Brush Com: 


difference. The function of the milk dealer, for 
example, is more that of delivery on a prear 
ranged contract than it is selling. 

Missionary selling direct to consumers throug) 
a staff of canvassers, for the purpose of stimulating 
a market which is regularly served by retailers, 
also excluded from this discussion, because this is 
essentially a sales promotion rather than a selling 
scheme. It is not intended to replace the estab 
lished methods of distribution. 
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pany in this field is believed to have re- 
sulted largely from the fact that there 
are a sufficient number of exceptions to 
the usual buying habits to furnish a suf- 
fcient market for one firm. The line 
of high-grade specialty brushes handled 
‘; addition to the convenience line has 
also probably had some bearing on the 
matter. It will be interesting to note 
whether competition using the same 
method of selling increases the market 
for the part of this product which is 
sold direct to the consumer, or merely 
divides it among the firms in the field. 

Unless there is a radical change in 
the buying habits of consumers, and 
there seems to be no basis for assum- 
ing that such a change is to occur in the 
near future, it appears unlikely that a 
large part, or even an appreciable part, 
of the convenience-goods market will 
be served by direct personal selling. 
The problem of properly timing calls in 
such a way as not to lose sales is re- 
garded as a serious one when several 
firms serve the same market. This, 
added to an already high sales cost, 
brought about by conditions which will 
be explained later, would not permit 
operation in competition with estab- 
lished convenience-goods __ retailers. 
Then, there is also the difficulty that the 
unit of sale in this class of goods is 
usually so small that the canvasser’s 
commission is insufficient to interest 
him. This increases the sales-force 
problem, which at best is a troublesome 
one under any form of canvassing. 

In the cases following, the questions 
of direct personal selling of shopping 
goods and specialty goods under differ- 
ent conditions are taken up. 


Shopping Goods 


_ The case of the Antrim Hosiery Mills 
illustrates some of the difficulties en- 
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countered in selling shopping goods 
directly to consumers through can- 
vassers. 

The Antrim Hosiery Mills, located 
near Cleveland, in 1922 had been manu- 
facturing and selling hosiery for men, 
women, and children, for more than a 
generation. Until 1922 Antrim hosiery 
was of a low-priced, durable grade, and 
was designed to retail for from 25 to 
75 cents a pair. At that time the execu- 
tives of the company decided to produce 
more stylish hosiery as well as to im- 
prove the quality. This decision was 
made as the result of the change in con- 
sumers’ buying motives during the 
previous 10 years. Various styles of 
women’s hosiery were designed to be 
made of mercerized cotton, fiber silk, 
fiber silk and pure silk mixed, pure silk, 
and silk and wool. A few styles of half- 
hose for men were produced in these 
materials. The principal buying motives 
of the consumer to which the company 
appealed were quality of the product, 
price, and satisfaction of personal ap- 
pearance. The hosiery was designed to 
retail for from 25 cents to $1.50 a pair. 
The largest portion of the improved 
hosiery to be sold under a separate 
brand, Regal Antrim, retailed for $1 
a pair. 

The Antrim Hosiery Mills was 
distributing the major portion of its 
product through wholesalers, and the re- 
mainder, about 5%, to chain-stores and 
retail buying syndicates. Sixty per cent 
of the product was sold under the An- 
trim brand, and the remainder under 
wholesalers’ private brands. From 1915 
to 1919 an advertising campaign had 
been conducted by the company in two 
national weekly magazines. From 1919 
to the early part of 1923 the company 
had restricted itself to advertising in 
local newspapers. In 1923 the Antrim 
Hosiery Mills again decided to com- 











96 HARVARD BUSINESS REVIEW 


mence national advertising in three 
national periodicals. 

At the same time the decision had 
been made to produce more stylish ho- 
siery, the decision also was made to sell 
directly to department stores. Distri- 
bution through wholesalers was not 
proving successful, caused, in part, by 
the change of hosiery from a “conve- 
nience” to a “shopping” article, and the 
growth of department stores, and, in 
part, by increased competition among 
manufacturers endeavoring to distribute 
through wholesalers. During 1923 the 
company succeeded in securing approx- 
imately 75 retail accounts, but only a 
small number of these retailers pur- 
chased more than a few hundred dollars’ 
worth of hosiery from the Antrim Ho- 
siery Mills. The transition from whole- 
sale to retail distribution was a slow and 
difficult proceeding. There was a con- 
stant risk that the policy of selling 
directly to department stores would so 
antagonize the company’s wholesale 
customers that the latter at any time 
might refuse to buy from the Antrim 
Hosiery Mills. In a few territories this 
already had become a fact. 

During 1920 and 1921 the company 
had undergone severe financial losses, 
with the result that it was essential for 
the mills to increase sales as rapidly as 
possible. In the president’s opinion 75 % 
of all the mills attempting to distribute 
through wholesalers was sufficient to 
supply the demands of the latter. He 
stated, however, that the production 
of 95% of the mills attempting 
to sell directly to department stores and 
important retailers was necessary to fill 
the needs of these two classes of pur- 
chasers. For this reason, the executives 
of the company were convinced that the 
Antrim Hosiery Mills had a greater op- 
portunity to increase sales by selling 
directly to department stores than by 


continuing to distribute only through 
wholesalers. In December, 1923, th 
normal production capacity of the mill 
was about 32,000 dozen pairs a week, 
although the sales department was abl. 
to sell only about 16,000 dozen pairs, 
At this same time, the president of the 
company became interested in the sy. 
cessful experiment of the Richter 
Hosiery Company, which was selling 
directly to consumers; the phenomenal 
success of this company suggested to 
the president that the Antrim Hosiery 
Mills might adopt a similar form of 
distribution in addition to those chap. 
nels already in use. 

In 1920 the Richter Hosiery Com. 
pany had been selling about 8,000 pairs 
of hose a day. The company had had 
no brand of its own, and sold only to 
wholesalers. Distribution under this 
method had not been satisfactory; hence 
the company had decided to sell directly 
to consumers. Four styles of hosiery 
were produced: pure silk, and silk-and- 
wool mixtures for women; pure silk, and 
silk-and-wool half-hose for men. These 
sold at retail for from $1.30 to $1.50. 
This small number of styles had been 
made possible by selling directly to con- 
sumers. For a manufacturer selling 
directly to the retail trade, it was neces 
sary to have from 20 to 30 styles. There 
was a production saving, therefore, re- 
sulting from this method of distribution. 
In 1923 the Richter Hosiery Company 
was carrying on its sales efforts in the 
following manner: The United States 
was divided into 275 sales territories, 
each of which was in charge of a sales 
manager whose expenses and remunera- 
tion were met by a small commission on 
the number of pairs of hosiery sold in 
his territory. Each territory was d: 
vided into districts small enough for a1 
agent to cover three times each year by 
a house-to-house canvass. The agent 
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eceived a commission of approximately 
18% of the sales price. This commis- 
sion was paid in cash by the consumer 
when the order was given, and the 
remainder was paid c.o.d. when the 
hosiery was delivered by mail. The 
Richter Hosiery Company conducted a 
national advertising campaign at a cost 
of about $500,000 a year. Two full 
pages a month were taken in a national 
weekly magazine and one full page a 
month in five monthly magazines. In 
1923, as a result of this sales plan, the 
sales of the company had been increased 
to 125,000 pairs a day. Gross sales for 
1922 amounted to approximately $18,- 
000,000, and a profit of $600,000 was 
shown for six months in 1923. The 
success of this company had led the 
president of the Antrim Hosiery Mills 
to investigate the plan of selling directly 
to consumers. If selling directly to 
consumers were to become the most 
profitable method of distribution, it 
might be the ultimate solution of the 
problem of the Antrim Hosiery Mills. 


Three Plans Suggested 


There were three plans suggested 
which included the employment of 
agents to solicit orders directly from 


consumers. The first two were less 
radical than employing an organized 
staff of agents under a plan similar to 
that used by the Richter Hosiery Com- 
pany. The last method suggested was 
similar in all essentials to that employed 
by this concern. The first method in- 
volved giving a commission of 20% to 
individuals selling stockings directly to 
consumers, because of a personal inter- 
est which they had in the Antrim 
Hosiery Mills. At that time, many of 
the executives and salesmen and wives of 
the executives and salesmen of the com- 
pany secured orders directly from their 


friends, which they forwarded to the 
mill. In addition, there were friends of 
the executives who also solicited orders 
directly from their friends. - Some of 
these orders were filled direct from the 
mill and others from the Antrim Ho- 
siery Shop, a retail shop operated at the 
mill. The efforts of all these individ- 
uals resulted in valuable advertising for 
the mill’s product, and introduced the 
Regal Antrim brand to many desirable 
consumers. If all individuals sending in 
these orders were given a commission of 
20%, their interest would be stimulated 
more actively and a greater number of 
direct orders might result. These indi- 
viduals, acting as agents, could collect 
their commission in cash when the order 
was taken and the mill would receive 
the remaining 80% of the sales price 
c.o.d. when the order was filled. If 
this system were placed under the juris- 
diction of the Antrim Hosiery Shop, 
the mill itself would be relieved of the 
expense and inconvenience of filling 
these orders. Such a plan, however, 
probably would not result in a large 
enough increase in sales to warrant risk- 
ing the possibility of antagonizing the 
company’s distributors. Furthermore, 
the company would have little control 
over a sales force of the type that would 
be interested in this plan. 

The second method was to employ 
agents to make a house-to-house canvass 
of customers only in those cities in 
which the sales department desired to 
secure retail customers. If the salesman 
could state that a certain number of 
consumers in the town already had pur- 
chased Antrim hosiery, which they had 
secured directly from the mill, and that 
these consumers might become custom- 
ers of the retailer, there was more 
likelihood of securing the desired retail 
account. In addition to this advantage, 
orders would be received by the hosiery 
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shop. The canvassing would serve as 
advertising for the Antrim product. 
This plan differed in one essential from 
that used by the Richter Hosiery Com- 
pany, because the canvassing was to be 
only temporary. Consequently, it would 
be extremely difficult to secure compe- 
tent agents who lived in the city se- 
lected. It was likely that a staff of 
canvassers might have to be employed 
to travel from city to city in advance of 
the retail salesmen. This would add the 
cost of traveling expenses to the liberal 
commission of 20%. Because it would 
take one agent at least a week to solicit 
the desired number of consumers in 
each town, while a retail salesman could 
cover the same city in one day, it would 
be necessary to have six agents for every 
salesman. It seemed doubtful whether 
the heavy expense incurred in such a 
plan would be justified by the results 
secured. 

The last method was to adopt a plan 
similar in all essentials to that employed 
by the Richter Hosiery Company. In 
the experience of this latter company, 
the proportion of the selling price to the 
consumer secured by the mill was little 
more under this system of distribution 
than under the established methods em- 
ployed by the Antrim Hosiery Mills. 
The greatest proportion of saving re- 
sulted from the fact that it was possible 
to reduce the number of styles to three 
or four and concentrate on these. The 
success of the Richter Hosiery Com- 
pany had shown this method to be suc- 
cessful. This means of distribution 
probably would destroy the existing dis- 
tribution of the Antrim Hosiery Mills 
through wholesalers and retailers for 
two reasons. First, the retailers and 
wholesalers might be so much antag- 
onized by such a policy as to refuse to 
buy Antrim hosiery; second, it was prob- 
able that canvassing agents could not 








be employed successfully without the 
guaranty that Antrim hosiery could he 
purchased only from them.? There Was 
further objection that if a competi 

hosiery mill should enter the field of 
direct selling, the method would becom 
less effective. If consumers were solic. 
ited frequently by agents from several 
mills, they might become disgusted with 
such agents and refuse to receive them, 
The plan involved the difficulty of 
building up an organization of agents, 
In the experience of the Richter Hosiery 
Company, it had been proved necessary, 
in order to retain its agents, to enable 
them to earn commissions amounting to 
about $35 a week. Assuming this to be 
true, it was necessary for agents of the 
Antrim Hosiery Mills to make sales of 
$175 a week. If the stockings were 
sold at $1 a pair, each agent should sell 
175 pairs a week. The normal produc 


tion capacity of the mill was 65,000 § 


dozen, or 780,000 pairs a week. About 
4,450 agents would be necessary to sell 
the entire production of the mill. 

It was suggested that if a separate 
corporation were used to distribute 
stockings on this plan under a different 
brand name, it might be possible to ex- 
periment with the system of distribution 
without risking the loss of the existing 
sales to wholesalers and retailers. The 
Antrim Hosiery Mills could control 
such a corporation and supply the ho- 
siery without allowing the wholesale 
trade to know that the Antrim Hosiery 
Mills was connected with the undertak- 
ing. There were the disadvantages that 
the value of the Antrim brand would be 
lost, and the consumer would not have 
the satisfaction of buying directly from 
the manufacturer. This method, how 
ever, would enable the Antrim Hosiery 





?Where manufacturers sell through canvasstrs 
and also through retail dealers, it is customary “ 
make a distinction between the items sold by eat. 
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Mills to try the system and to secure 
the benefits of it if successful, and, if 
unsuccessful, the company was insured 
against the loss of the established dis- 
tribution. 

A few of the directors of the Antrim 
Hosiery Mills were of the opinion that 
any method of selling to consumers di- 
rectly could not be expected to sell an 
important proportion of the mill’s pro- 
duction. They opposed, therefore, any 
eforts to sell directly to consumers be- 
yond those already used. They stated 
that this plan would divert the attention 
of the executives and salesmen from the 
attempt to increase sales to retailers. 

It is believed that the opinion of the 
directors was a sound one, and that the 
Antrim Hosiery Mills should not have 
attempted to distribute to consumers 
through canvassers. It is true that one 
of its competitors had built up a large 
volume of business in this manner, but 
despite the opinion of the sales man- 
ager of one of the largest firms engaged 
in this method of distribution that the 
more firms which adopt it as a policy the 
more accustomed consumers will be to 
receiving salesmen at their doors, and 
consequently, the less sales resistance 
will be encountered, it is thought that 
as soon as the visits of the house-to- 
house salesmen become frequent, each 
salesman will experience increased diffi- 
culty in getting a sufficient amount of 
attention directed to his particular 


Wares. Shopping goods particularly do 


not lend themselves to this type of dis- 
tribution, for on such goods the cus- 
tomer wishes to make comparison as to 
quality, style, and price. The success 
of the competitor may be attributed to 
the fact that he was in the field first, 
and not to the idea that goods of this 
type are sold readily in this way. The 
great bulk of such goods must be sold 
through shopping institutions, such as 


department stores; unless there is a 
radical change in the buying habits of 
consumers, the Antrim Hosiery Mills 
would run a serious risk of reasoning 
that, because the Richter Hosiery Com- 
pany succeeded in increasing its sales 
volume by using an unusual method of 
marketing, the buying habits of con- 
sumers could be changed readily. It 
must be remembered that the large vol- 
ume of sales is still made through 
retailers. 

It would be difficult for the Antrim 
Hosiery Mills to establish a separate 
corporation for the distribution of ho- 
siery on a house-to-house basis without 
having the fact known. Competitors 
would be quick to make capital of such 
a venture. It is therefore believed that 
it would »e inadvisable for this firm to 
attempt direct distribution to consumers 
through personal salesmanship. 


Selling Shoes Directly 


The case of the Arnot Shoe Company 
considers specialty goods, as well as a 
different type of shopping goods. The 
Arnot Shoe Company, which was lo- 
cated in a mid-western city, had manu- 
factured a line of men’s and women’s 
medium-priced shoes for approximately 
25 years. Its product had become 
known nationally and enjoyed a good 
reputation for quality. The line was 
very complete, comparing favorably 
with that of competitors in variety of 
styles offered. The company sold its 
shoes directly to retailers by means 
of traveling salesmen. There was no 
branch organization. The shoes were 
delivered from the factory, and the sales 
force was controlled from a central 
sales office located at the factory. In 
the past, retail dealers had been granted 
exclusive agencies for Arnot shoes. 

The management had allowed the 
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equipment * and processing methods to 
become gradually obsolete so that the 
cost of production had been increasing 
at a more rapid rate than that of com- 
petitors, who had adopted more modern 
methods of operation. While the man- 
agement realized the desirability of im- 
proving both machinery and processes, 
the financial position of the company at 
that time would not permit an addi- 
tional investment to be made. 

As a result of the higher cost of pro- 
duction, the price at which Arnot shoes 
were quoted to retailers was higher 
than that quoted by competitors on com- 
parable goods. Competitive factors, 
therefore, forced the Arnot Shoe Com- 
pany to accept the less desirable re- 
tailers. The credit risk with this type 
of dealer was high, and, in general, 
their selling ability and location were 
not conducive to greater sales volume 
for the Arnot Shoe Company. This 
condition in the latter months of 1924 
forced the company to appeal to its 
bankers for financial aid. 

After a careful analysis of the finan- 
cial needs of the company, the banking- 
houses decided that conditions were 
such that a reorganization should be 
effected. In lieu of this decision, Mr. 
Harvey was appointed controller of 
the company to represent the bankers’ 
interests. 

Mr. Harvey realized that the diffi- 
culty in the past had been inability of 
the company to secure the desirable type 
of retailers because of high production 
costs. The expense involved in remod- 
eling the plant, however, would be 
great, and he desired to avoid the ad- 
ditional outlay at this time if some other 
means of saving the company could be 





*The equipment leased from the United Shoe 
Machinery Company had been kept up to date, but 
auxiliary equipment and processes had _ been 
allowed to fall into obsolescence. 


devised. He believed that there was , 
possibility of changing the method of 
distribution so that the higher cost of 
production could be offset. In the course 
of his investigation of distributive chap. 
nels, the success of several large com. 
panies which were selling directly to the 
consumer by a canvassing method came 
to his attention. A house-to-house 
method of distribution would offer the 
advantage of more intensive selling, and 
would enable the company to overcome 
the present difficulty of distributing 
through undesirable retailers. Mr, 
Harvey, therefore, became convinced 
that this method of distribution would, 
in a large measure, solve the company’s 
problem. He thought it desirable, how. 
ever, to consult several prominent shoe 
manufacturers, sales managers, and 
sales-management experts before pro- 
ceeding with the new plan. These con- 
ferences brought out many points that 
he had not considered previously, and 
finally it was decided that direct selling 
would not prove advantageous in the 
solution of the company’s problem. 
The decision of the Arnot Shoe Con: 
pany not to use a_ house-to-house 
method of selling apparently was based 
on two considerations. The first of these 
concerns the cost of distribution. 
House-to-house selling is not a means o! 
lowering distributive costs, as is some: 
times believed. The number of sales 
men required for house-to-house selling 
would be many times the present sales 
force which sells only to retailers. A 
salesman selling from house to house 
cannot cover a large amount of tert 
tory. His customers are many within 
a comparatively small area, and call 
must be made more frequently than 
the case of a salesman calling on rt 
tailers. Furthermore, the inherent dif 
culties in house-to-house selling makt 
the task of securing, training, and t 
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taining salesmen a very perplexing 
problem. The result usually is that 
salesmen of doubtful ability are ac- 
cepted. All of these factors tend to 
make the personnel turnover high, and, 
in point of fact, some of the highly 
organized companies that sell through 
canvassers have a labor turnover of 
over 150% annually.* The supervision 
of such a large and scattered force of 
comparatively low-grade salesmen also 
considerably increases expense. 

Because salesmen for house-to-house 
canvassing are hard to secure, compa- 
nies using this method of, distribution 
are compelled to offer relatively high 
rates of commission on all sales. The 
total sales-force expense, therefore, 
would be many times greater than the 
amount now paid to salesmen selling 
only to retailers. An additional expense 
also is incurred in providing the in- 
creased number of salesmen with sam- 
ples. The line carried by house-to-house 
canvassers, however, undoubtedly would 
be smaller than that carried by sales- 
men selling to retail dealers. 

When the manufacturer assumes the 
retailers’ functions, he also assumes his 
risks. If credit were extended, the risk 
involved would be increased over that 
at present. The number of accounts 
would be greatly increased and the type 
of risk would be even poorer than that 
of the retailers to whom the company 
now sells. The Arnot Shoe Company 
probably would sell only on a cash basis, 
although such a policy would limit dis- 
tribution. Retailers ordinarily offer 
credit service, and, in the case of pur- 
chases of relatively high unit value, such 
a service is utilized extensively. In ad- 
dition to an increased credit risk or a 
limited market, there is increased ship- 


‘See Advertising Fortnightly, January 16, 1924, 


pP. 16, 


"Ibid 


ping expense. When shoes are deliv- 
ered in packages of one or two, the 
costs will be greater than when it is 
possible to make shipments in larger 
quantities. Finally, it would be neces- 
sary for the company to maintain a 
complete in-stock department. Shoes 
could not be manufactured after the 
customer’s order was received, as is or- 
dinarily the case when a company sells 
to retailers. Again, this is assuming a 
function of the retailer. The manufac- 
turer enjoys some advantage in having 
the stock centralized, but the quantity 
which must be carried in each style is 
greater, and the chance for style loss, 
especially in women’s shoes, conse- 
quently is increased. 

It should be remembered that it is the 
function which costs and not the agency 
which performs it. When a manufac- 
turer assumes the functions of the re- 
tailer, his costs also must be assumed. 
Consequently, the costs of selling di- 
rectly to the consumer by a canvassing 
method does not result in lowering the 
expenses of distribution.* 


Buying Habits 


The second point relevant to the 
decision of the Arnot Shoe Company 
involves a consideration of consumers’ 


buying habits. Men’s shoes are pur- 
chased largely on the basis of depen- 
dability in quality, comfort, and appear- 
ance. A consumer can determine the 
quality of the shoes as readily in the 
home as in the store. If a shoe which 
has been purchased from a canvasser 
proves defective, however, the consumer 
must return it to the factory for adjust- 
ment. This involves correspondence, 
delay in receiving the adjustment, and 
the probability that it will not be satis- 
factory when it is received. The per- 
sonal element, which plays a large part 
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in making satisfactory adjustments, is 
lacking in the house-to-house method of 
selling. In this respect, therefore, the 
retailer has an advantage. In order to 
determine properly the comfort of a 
shoe and the way it will appear on the 
foot, it is necessary that the shoe be 
fitted and tried. This, however, is im- 
possible in house-to-house selling of 
shoes, for, obviously, a salesman cannot 
carry a shoe of every style and size. As 
a result, customers must be fitted by 
means of measuring sticks and sizes ap- 
pearing in old shoes. Such methods, at 
best, are haphazard, and will result in 
many misfits, with consequent discon- 
tent on the part of the purchaser. Re- 
turns also will be numerous because of 
misfits. Furthermore, as stated, a sales- 
man cannot carry a sample of every 
style; consequently, it is often necessary 
to buy on the basis of photographic 
prints. Such methods do not prove sat- 
isfactory in the case of a product which 
to a large extent sells on the basis of 
appearance. It seems obvious, there- 
fore, that the retailer has an insuperable 
advantage over the house-to-house 
method in the merchandising of men’s 
shoes. His larger stocks make possible 
more correct fitting in a number of dif- 
ferent styles. Comfort and appearance 
can be carefully ascertained by the con- 
sumer before the purchase is made. 

In the case of women’s shoes, the out- 
standing buying motives are emulation, 
which involves the style factor, comfort, 
and, to some extent, dependability in 
quality. The strength of these motives 
varies according to the personal desires 
of each consumer. The motives of com- 
fort and dependability in quality have 
been discussed above in connection with 
men’s shoes, and they do not appear to 
be different in the case of women’s 
shoes. The third motive, that which 
involves the style factor, however, in- 


troduces a new consideration. Women’s 
shoes, in general, may be classified as 
shopping goods, for they are purchase 
after a comparison of style, quality, and 
price has been made. For this reason 
as brought out in the case of the Antrim 
Hosiery Mills, house-to-house selling is 
undesirable. 

There also are further difficulties jp 
recognizing consumers’ buying habits 
in a house-to-house method of selling 
which do not fall within the classifica. 
tion of buying motives. As a general 
rule, shoes are not purchased far in ad- 
vance of the time when they are needed, 
When shoes are purchased from a re. 
tailer, they are delivered to the customer 
immediately or sent soon thereafter. 
When shoes are bought from a can- 
vasser, however, the order must be 
filled at the factory. This means de- 
lay; the delay varying in length as the 
distance from the factory to the cus- 
tomer. Additional delay occurs when 
shoes do not fit or are not the style 
which was ordered. This not only is 
contrary to consumers’ buying habits, 
but also allows time for a change of 
mind between the time the order is 
taken and the shoes delivered. A greater 
number of returns, with consequent 
higher costs of selling, is the result. 

The fact that shoes are purchased at 
relatively infrequent intervals makes 
the task of the salesman in properly 
timing his visits one of great difficulty. 
If the salesman does not appear at the 
right time, the consumer normally makes 
the purchase at a nearby retailer's, 
for, as a general rule, the demand can- 
not be delayed greatly. The salesman 
also experiences the difficulty of select- 
ing the best time of the day in which 
to make his visit. The Arnot line in- 
cluded both men’s and women’s shoes. 
But men ordinarily are absent from the 
home during the day, and it is imprac- 
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ticable to attempt to see them during 
business hours. When they return 
home at night, however, they usually 
do not desire to be bothered by a can- 
vasser. It is practically impossible, 
therefore, for a canvasser to time his 
visits in a manner that will yield the 
maximum volume of sales. 


Specialty Goods 


The following case deals with 
specialty goods which have been sold to 
a large extent through canvassers. The 
Allister Electric Company, in an effort 
to produce a vacuum-cleaner which 
would compete with the high-quality 
cleaners on the market, had designed a 
cleaner without regard to cost. This 
machine, called the Allister cleaner, was 
believed to be superior to others in 
quality and efficiency of operation. It 
could be sold to the consumer for 
$59.50, which was approximately the 
same price as that asked for the highest 
grade of competing machines. It was 
decided that the Allister cleaner could 
not be distributed successfully through 
wholesalers, because wholesalers, by 
reason of the multiplicity of their prod- 
ucts, were unable to render the sales- 
development service necessary to aid the 
retailers in selling a new device. 

In January, 1923, a method of dis- 
tributing directly to retailers was begun 
which was similar to that practiced by 
several other manufacturers of vacuum- 
cleaners. Sales were made to retailers 
under two different plans, the first of 
which provided for an outright pur- 
chase of machines at a discount of 40%. 
Under the second method, called the 
“resale plan,” the retailer purchased 
machines at a discount of 20%, with the 
Privilege of returning all unsold clean- 
ers. The company agreed to place 
with the latter retailers all orders which 


it secured directly from consumers. 
Approximately one-third of all orders 
obtained by the Allister Electric Com- 
pany were filled on the resale plan. Be- 
cause of returns, however, those orders 
comprised only about 25% of net sales. 

A sales force was organized, and this 
was controlled by 10 division managers 
located throughout the United States. 
They supervised district managers who 
secured orders from retailers in their 
districts and organized corps of can- 
vassers. The division managers were 
given commissions of 3% on sales in 
their territories, and district managers, 
commissions of 6%. Canvassers dem- 
onstrated the machines in homes and 
solicited orders from housewives; they 
were paid a commission of 20% on all 
orders, and the orders were filled by 
retailers who purchased under the re- 
sale plan. 

During 1923 the company expended 
about $100,000 in advertising in na- 
tional mediums in order to establish the 
name of the Allister cleaner with the 
public. Advertising in the Saturday 
Evening Post consisted of four double 
pages in color and two single pages. 
Sales for the year amounted only to 
about $350,000, but the advertising ex- 
pense was regarded as a necessary initial 
investment. It was difficult to increase 
the volume of sales because of the lack 
of a sufficient force of canvassers. The 
district managers were unable to obtain 
an adequate number, and found it diffi- 
cult to retain the services of those who 
were successful. If a canvasser were 
employed and failed to obtain an order 
during the first three or four days, he 
became discouraged and sought employ- 
ment elsewhere. It was estimated that 
the force of canvassers approximated 
about one-fourth of the desired number. 

In July, 1924, a distribution plan was 
considered which provided for the dis- 
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continuance of the canvassing organiza- 
tion. Sales to retailers under the resale 
plan were to be discontinued, and the 
company was to secure contracts from 
retailers for the outright purchase of a 
specified number of machines for a year, 
at a discount of 40%. Division and dis- 
trict sales managers were to continue 
under the arrangements already in 
force. For each machine sold to a re- 
tailer, the company agreed to spend $5 
in local newspaper advertising which 
displayed the retailer’s name. All na- 
tional advertising was to be discon- 
tinued. 

It was expected that newspaper ad- 
vertising of Allister cleaners in the sales 
districts, which would be more extensive 
than any campaign previously under- 
taken by a manufacturer of vacuum- 
cleaners in the United States, would 
stimulate consumers to go to the stores 
where Allister cleaners were sold and 
purchase those machines. The expecta- 
tion was based on the opinion that 
vacuum-cleaners no longer were spe- 
cialty articles which necessitated demon- 
stration and high-pressure selling meth- 
ods to secure orders. The company was 
informed that vacuum-cleaners were in 
use in from 40% to 50% of the wired 
houses in the United States. The con- 
clusion was drawn that an increasing 
volume of replacement orders could be 
secured, and that the use of vacuum- 
cleaners in almost half of the wired 
homes has established the machine as a 
practical household necessity. If this 
opinion were sound, consumers might be 
induced to purchase the article by means 
of newspaper advertising, which was 
used successfully to stimulate the sale 
of other staple products. 

If consumers failed to make purchases 
as a result of the newspaper advertising, 
and the retailers were unable to dispose 
of machines in stock, the sales volume 


of the company would be curtailed, and 
its reputation with retailers would be 
injured. No other manufacturer of high. 
grade vacuum-cleaners had depended 
wholly on local newspaper advertising 
to stimulate sales of the produc, 
The success of the plan depended 
on the soundness of the company’s opin- 
ion that newspaper advertising could 
effectively supplant canvassers in induc. 
ing consumers to purchase vacuum. 
cleaners. 

The company decided to adopt the 
proposed plan. It has now been in 
operation for several months, and the 
sales volume of the company has not 
suffered because of the discontinuance of 
the canvassing organization. 

‘This case brings out three significant 
points concerning the distribution of 
merchandise by means of a canvassing 
organization. The experience of this 
company, which is similar to that in the 
cases discussed above, seems to be 
typical in regard to the difficulty of 
obtaining and holding canvassers. Most 
salesmen do not desire this type of work. 
The difficulty of approach and the many 
rebuffs which are received in house-to- 
house selling prove to be a great ob 
stacle both to new men entering the 
field and also to older salesmen in the 
organization. As a result, canvassers 
available to a company, in general, are 
of limited ability; a type that finds it 
difficult to obtain permanent sales work 
in other fields. The combination of this 
type of salesman with the inherent difi- 
culty of the work leads to a very high 
rate of turnover in personnel. 

A second point of interest in this cast 
concerns the use of retailers in connec: 
tion with a canvassing program. Where 
the unit of sale is relatively large, credit 
often becomes an important factor in 
making sales. In such cases, the ser 


vices of the retailer to the manufacturer 
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are valuable. The retailer is in closer 
touch with consumers in his locality and 
can handle credit relations with less loss 
than would be possible for the manu- 
facturer through his canvassers. Using 
the retailer in this manner seems par- 
ticularly advantageous for a company 
introducing a specialty product that will 
eventually find more efficient distribu- 
tion entirely through retail agencies. 
Contacts which will prove valuable in 
the future distributive policy can be 
made while the product still is in the de- 
velopmental stage. 

The third, and perhaps the most sig- 
nificant of the points brought out, indi- 
cates the value of house-to-house selling 
for introducing a_ specialty article 
quickly. House-to-house selling may be 
used most effectively when articles re- 
quire demonstration and educational 
work to induce the consumer to use 
them. Home demonstration of specialty 
articles that are not generally under- 
stood proves more convincing than store 
demonstration. Furthermore, canvass- 
ing, which is an intensive method of 
selling, acquaints a greater number of 
people with the product in a short space 
of time than can be accomplished 
through retail-store distribution. Once 
an article has become well known and 
is found in general use, however, the 
need for high-pressure selling disap- 
pears, and distribution through regular 
channels becomes more effective. 


General Significance 


Methods of distribution should be 
based on a careful consideration of con- 
sumers’ buying habits. In analyzing the 
success of manufacturers who now em- 
ploy a house-to-house method of selling, 
one should determine whether or not 
the success is based upon fundamental 
marketing principles or upon exceptions. 
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In many instances, there are enough 
variations from normal buying habits 
to insure the success of the limited num- 
ber who take advantage of such excep- 
tions. This explains the progress made 
by some of the concerns which were first 
in the field. As the number increases, 
however, it is probable that the number 
of exceptions to usual methods of buy- 
ing will not increase to such an extent 
that all will be profitable. On the con- 
trary, it is likely that the existing mar- 
ket will be divided among the greater 
number of canvassers. It is believed, 
furthermore, that as the number of can- 
vassers increases, sales resistance also 
will tend to increase. 

In addition to these general princi- 
ples, the following points of significance 
are brought out by the above cases: 

1. House-to-house selling ordinarily 
is not a less expensive method of distri- 
bution than selling through the usual 
channels. 

2. Convenience goods, that is, those 
goods which are commonly purchased 
immediately after the desire for them 
is felt, usually should not be distributed 
through house-to-house salesmen. 

3- Goods in whose selection the ele- 
ment of shopping plays a large part are 
not readily adaptable to this type of 
distribution. 

4. Specialty goods which are techni- 
cal in nature, and whose sale is depen- 
dent largely upon demonstration of per- 
formance to prospective customers, 
often require house-to-house selling. 
This is particularly true of products 
which are just being introduced. Be- 
cause house-to-house selling implies in- 
tensive selling, it is in this field that it is 
most effective. 

5. Specialty products which are well- 
known ordinarily are sold at lower sales 
cost through other channels than the 
canvasser. Products that have been 
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sold on a_ house-to-house basis after 
becoming known may change to a less 
expensive method of distribution. 

6. It is unlikely that house-to-house 
selling and distribution through the or- 
dinary channels can be used effectively 
by a firm for the sale of identical mer- 
chandise. 

7. Where goods are so bulky that 
samples cannot be carried, or where a 


large number of samples is necessary 
the plan becomes impractical. The same 
thing is true, to a large extent, jn jp. 
stances where the product must be made 
to fit the purchaser. 

8. Even in cases where direct Selling 
appears to be advisable, the difficulty 
of building up and maintaining a corps 
of efficient canvassers is so great that it 
frequently renders the plan inexpedient, 


CERTAIN LIMITATIONS IN THE APPLICATION 


OF SCIENTIFIC 
HE Walker Piano Company, 


which manufactures pianos of the 
highest quality, has an output of 1,500 
units a year. Three types of grand 
pianos and two types of uprights com- 
prise the complete line. The company 
employs about 400 men in the factory, 
practically all of whom are working on 
day-rates. Only a few of the unskilled 
operations, such as the sawing of lum- 
ber, are on a piece-work basis. 

The company distributes its product 
directly to 60 dealers located all over 
the world. No aggressive sales meth- 
ods are employed. Although the Walk- 
er piano sells for about $300 more 
than the next most expensive piano, be- 
cause of the superior quality of its prod- 
ucts the company never has had any 
difficulty in selling all the pianos it could 
make, even during years of depression. 

In the process of manufacture, there- 
fore, no costs are spared to insure the 
best quality of work. Great care is 
taken in the purchase of all materials, 
especially lumber. Individual trees are 
selected, and the lumber is seasoned in 
the company’s own yards for a period 
of 3 years before it is put into the proc- 
ess of manufacture. This, together 
with the fact that it takes the Walker 
Piano Company 18 months to make a 
piano, in contrast to the 2-month 
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period used by other manufacturers in 
producing cheaper pianos, results in an 
extremely high inventory of raw mate- 
rials and goods in process. 

No effort is made to speed up pro- 
duction because it is thought that such 
a move would influence the quality of 
the work. Even during the war period, 
when orders were on hand for five 
times the number of pianos the factory 
could produce, no effort was made to 
increase the output, for fear that the 
quality and tone might be impaired. 
The primary interest is to maintain a 
reputation for a superior product. 

One of the chief difficulties encoun- 
tered by the company is the maintenance 
of a force of highly skilled and loyal 
workers. The factory superintendent 
hires workmen, and the foremen are 
responsible for training them to the 
required degree of skill. The foreman 
does this either by giving them instruc- 
tions himself or by having the new en- 
ployees work with the best men in the 
department. No written instructions 
from the office are given to the work- 
men, the best method of doing each 
operation being left to the judgment of 
the individual workman. 


In the Walker factory, methods em- 
ployed to give control are not as ¢x- 


acting as those usually found under 2 
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system of scientific management. A per- 
petual inventory 1s kept, both in quan- 
tity and money values, for raw mate- 
rials, supplies, and work in process, 
and this has corresponded accurately 
with annual physical inventories. 

The control of the flow of work 
through the factory is secured by a sys- 
tem of cards with detachable coupons 
issued when a piano is ordered into proc- 
ess. One coupon is provided for each 
operation to be performed. This states 
the name of the operation, the kind and 
number of piano, and has a space for 
the signature of the man performing the 
work. When the worker has finished 
his operation, he signs the coupon and 
sends it to the office. There a summary 
sheet is kept, down the left-hand side of 
which are listed the five types of pianos 
made, and across the top the operations 
performed. Each week the cards are 
sorted, and figures are entered under 
each operation. On account of the uni- 
formity in the rate of production, the 
balance of work between operations and 
departments is cared for automatically, 
once a sufficient number of new men and 
proper equipment have been provided 
therefor. 

Costs are kept on each piano. These 
are considered by the company to be ac- 
curate, but experience has shown that 
the costs on identical products will vary 
to a considerable extent. This can be 
attributed to the fact that no pianos 
are delivered which are not as nearly 
perfect in all respects as possible. If a 
piano, after having been completed and 
receiving its final tuning, is considered 
by the last inspector to have an action 
which is not entirely satisfactory, the 
whole action is taken out and readjusted, 
regardless of the expense involved. 

. It has been pointed out to the execu- 
tives that the present method of manu- 


‘acture is satisfactory only as long as 
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there is no serious competition. In 
order to prepare for such a contingency, 
it has been proposed that the entire 
manufacturing process be remodeled 
along lines of scientific management, 
reducing to writing all the technical in- 
formation now in the hands of the 
workers and foremen. As a result of 
the installation of scientific manage- 
ment, it has been contended that econo- 
mies would be effected, delays avoided, 
and the company made independent of 
the very limited supply of highly skilled 
piano workers. 


What Is Meant by Scientific 


Management 


Before it is possible to judge whether 
or not the Walker Piano Company can 
successfully introduce scientific manage- 
ment, it is necessary to understand ex- 
actly what is meant by that term. In 
general, scientific management is that 
type of control best adapted to a par- 
ticular situation at a specific time. In 
order to determine the situation that 
must be met at any time, however, it is 
essential that the particular job be thor- 
oughly analyzed and divided into its 
constituent parts. It may be said, there- 
fore, that scientific management is that 
type of management which is based upon 
an analysis of every activity and respon- 
sibility in the system of production, with 
the purpose of determining accurate 
and precise measures and methods for 
every kind of performance. In such an 
analysis it is not essential to time-study 
each operation, except in those cases 
where that procedure will help to de- 
termine the best method of perform- 
ance. 

Often the term scientific management 
is applied to the control arrived at by 
traditional methods. It may appear 
that these are best suited to the situa- 
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tion, but unless a careful investigation 
has shown this to be true, such a pro- 
cedure cannot be termed scientific man- 
agement. To that class of manage- 
ment which makes no attempt to study 
the individual cases in an effort to stand- 
ardize methods, but which employs a 
system of orderly control, it is believed 
that the term systematic management 
may well be applied. 

The types of control in a factory 
may be designated according to the 
above conception as, (1) scientific man- 
agement, based upon a specific analysis 
of each operation, (2) systematic man- 
agement, which employs a systematic 
means of administration but makes no 
effort to determine the most efficient 
method of performance for each opera- 
tion, or (3) a system which makes no 
attempt to secure orderly control. The 
Walker Piano Company, through its in- 
ventory control and system of cards for 
work in process, at present utilizes sys- 
tematic management. 

A distinction must be made at once 
between scientific management and 
methods of wage payment. Often the 
two are confused, one being considered 
the supplement of the other. This is 
not the case, for it is the express pur- 
pose of scientific management to elimi- 
nate waste, not to push production. 
Under this system of management 
either a piece-rate, day-rate, or a modi- 
fication of the two may be used. The 
purpose underlying incentive methods of 
wage payment, on the other hand, is 
quantity production, because the total 
wage usually varies directly with the 
output. Scientific management, there- 
fore, tends to reduce costs but does not 
necessarily strive for quantity produc- 
tion. 

Some confusion also arises because 
many writers interchange the terms 
Taylor System and scientific manage- 


ment. The practice has become so com, 
mon that now the mention of the one 
suggests the other. Actually, the Tay. 
lor, Bedaux, Gantt, Emerson, or any 
other systems cannot be labeled Scientific 
management correctly unless they repre. 
sent the best methods of performance in 
view of the inherent conditions existing 
in the particular factory. In fact, there 
are very few cases where any one of 
these forms is being used in its entirety: 
more commonly they are modified so as 
to suit best the particular circumstances, 
When scientific management is mention. 
ed in this case, reference is made to no 
one special system, but rather to that 
system which is based upon a scientific 
analysis from which accurate and stand. 
ard methods of performance are deter- 
mined. 


It must be realized that all depart. 
ments need not be placed on the same 
basis. One system might be applied ad- 
vantageously to some _ departments 
while in others an attempt to apply the 
same system would prove disastrous. 


A pplication of Scientific Management 


An analysis of the manufacturing 
processes of the Walker Piano Con- 
pany indicates that scientific manage- 
ment might be successfully applied to 
the control of inventories and to the un 
skilled operations. On account of the 
high quality of the product, however, 
the application of this system to skilled 
work is limited. 

Scientific management should work 
effectively in the control of inventorits, 
which in this case are high both in ma- 
terials and work in process. Under the 
present system, the only method of con- 
trol is through a perpetual inventory. 
Under scientific management, a system 
of maximum and minimum inventories 
could be worked out which would as 
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sure the company of having sufficient 
material on hand, but would not permit 
the quantities to become excessive. An 
organization would be built up with 
respect to the ordering and issuing of 
material from stores, providing for the 
delivery of the raw material or goods 
in process to the proper place at the 
right time. Not only would expense be 
eliminated by having unskilled laborers 
perform these functions, but the morale 
of the skilled workers would be raised 
by having the material ready for work 
at the time needed. The elimination of 
delay should impress the workmen with 
the importance of saving as much time 
as possible. 

Scientific management, furthermore, 
could be successfully introduced in the 
departments which employ unskilled 
labor. There the operations are routine 
in nature and are performed to a large 
extent by machines. The output of this 
type of labor is really a semimanufac- 
tured product which the skilled worker 
fashions into the finished article. In 
these departments the raw material is 
standard and the chief aim is quantity 
production. It would be possible to 
time-study and analyze each operation, 
determining the one best method of per- 
formance. 

There can be little doubt that in many 
cases a system of scientific management 
can be successfully applied to skilled 
operations. Where mass production is 
desired and where the operations are 
mechanical, this type of control can be 
introduced with resulting economies. 
But many fail to recognize that there 
are limitations beyond which scientific 
management cannot work effectively. 
Examples are cited to show how bene- 
its have been derived in certain indus- 
tries and factories, but no consideration 
is given to the application of such a sys- 
tem in all types of business. This re- 
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sults in giving the impression that the 
same benefits will be obtained in all 
industries; that is, that scientific man- 
agement is a panacea for all production 
ills. 

Where skill and quality are para- 
mount and the performance of each 
operation is in itself an art, there scien- 
tific management breaks down. The 
materials may appear to be standard 
and the operations uniform, but in order 
to secure the high standard, a certain 
deftness on the part of the workman 
is necessary. The exact method of per- 
forming this skilled operation cannot 
be set down in writing but must come 
from training. 

Such is the situation that exists in the 
Walker Piano Company. The limited 
output of the factory is sold on the 
basis of outstanding quality. No two 
pianos are the same in all respects, 
minor modifications being necessary to 
make all as nearly perfect as possible. 
In its advertising, the Walker Piano 
Company has stressed the minute care 
exercised in the manufacture of its prod- 
ucts. In this manner it has built up a 
class of trade which buys Walker pianos 
because of their distinctive characteris- 
tics. To any but the skilled worker the 
material used in all the pianos appears 
to be uniform, but inherent variations 
make necessary special individual treat- 
ment of each piece. Because of these 
differences it is impossible to standard- 
ize the processes. Each piano must be 
treated as a special order. 

It seems, therefore, that the present 
system of control over skilled opera- 
tions used by the Walker Piano Com- 
pany is best suited to the particular pur- 
pose. Through the use of cards and 


tags the company is able to keep an ac- 
curate check on all operations through- 
out the factory, and thus control the 
flow of work through it. It is true that 
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this system makes the company largely 
dependent upon its skilled labor, but 
this difficulty is inherent in the use of 
such a class of labor, and therefore 
would not be obviated by scientific man- 
agement. The workman must be 
skilled when he enters the factory, and 
then learn to adapt his skill to the par- 
ticular job by being shown the exact 
procedure by another proficient in this 
operation. 

Another example of the way in which 
a high degree of skill plays a part of 
major importance in a production proc- 
ess is found in the kitchens of some of 
the best hotels. The patronage of these 
institutions is not a result of the in- 
gredients that go into the food, but 
rather of the particular flavor of the 
food derived from the way in which 
recipes are applied. It has been found 
impossible to standardize the art of 
cooking. It must be acquired largely by 
training. 

The prestige of a well-known, high- 
grade automobile is attributed largely 
to the care and technique exercised in its 
construction. The manufacturer has 
not been able to standardize all the 
operations in the production of this 
high-quality car, because each car pre- 
sents a peculiar situation. The rough 
parts may be standardized, but the fit- 
ting and adjusting are done by experts, 
not through the application of prede- 
termined methods, but by applying per- 
sonal skill to the particular case in hand. 
As a result of the high grade of work- 
manship, this automobile has a reputa- 
tion for giving little mechanical trouble. 
It has been found by this firm that the 
cost of manufacturing in this way is less 
than it would be if it were attempted 
to get the same degree of exactness 
through rigid testing. Here, again, the 
individual skill demanded makes unwise 
the application of scientific management. 
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The underlying principle in each of 
these cases is the same. The reputation 
of each concern has been built up as the 
result of the high degree of skill applied 
in the manufacture of its products, |y 
instances where the skill of the indi. 
vidual worker plays a predominant 
part, the use of scientific management 
is impracticable. 


General Significance 


The point of significance which js 
found in this case is that, as the im. 
portance of the skill of the individual 
workman increases, the likelihood of 
deterioration of quality in the finished 
product, through subordination of crafts. 
manship to standardization, increases. 
In certain types of industries, where the 
production of quality goods is of para- 
mount importance, and that quality is 
dependent on the skill and craftsman- 
ship of the individual workman, scien- 
tific management cannot be introduced 
successfully. This especially is true in 
factories where the patronage has been 
built up on the basis of the distinctive 
merits of the finished article. Inherent 
differences in the raw material which 
is to be used in production, and individ- 
ual adjustments to the parts as assem- 
bled make the standardization of the 
task difficult. In a sense each time a 
given operation is repeated, the method 
of performance differs in some slight 
degree, so that it is practically impos- 
sible to reduce the processes to writing 
or to set a definite standard for each 
operation. 

In an industry of this type the loyalty 
and good-will of the worker are of ut- 
most importance. Upon him falls the 
responsibility of using his individual 
initiative to perform the operation in 
the way best suited to the circumstances 
confronting him. An attempt to take 
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away a part of the worker's responsi- 
bility through the introduction of scien- 
tific management may result in the pro- 
duction of a product of inferior quality, 
which though it be only for a short time, 
would result in a loss of prestige for the 
manufacturer and a consequent decrease 
in sales. 

Where mass production is desired 
and the operations can be standardized, 
scientific management may well be ap- 
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plied. In the production of quality 
goods up to the time that an unusual 
degree of skill is introduced, such a sys- 
tem is practicable. But beyond that 
point, where craftsmanship is required 
to produce fine quality, and standard- 
ization is difficult because of the vari- 
ation in materials, scientific management 
may result in greater cost per unit and 
poorer quality than systematic rnanage- 
ment. 


PRELIMINARY ANALYSIS OF THE ADVERTISING 
POSSIBILITIES OF A PRODUCT 


(y= of the outstanding develop- 
ments of the past decade in the 
field of merchandising has been the 
growth of advertising. As the use of 
advertising has increased, the competi- 
tion for attention has become more and 
more intense. This competition may be 
said to be of two types: the competition 
between advertisements of various 
products, and that between advertise- 
ments of different, brands of the same 
product. In the early days of advertis- 
ing, the very fact that attempts to at- 
tract attention to a particular product 
were unusual, served to make even crude 
methods effective. As the amount of 
advertising has increased, however, con- 
stant improvements in methods have 
been necessary. At the present time an 
advertisement is recognized as having 
certain definite requirements. One 
authority* says that an advertisement 
must: (1) attract attention, for it must 
be seen; (2) arouse interest, for it must 
be read; (3) create conviction, for it 
must be believed; (4) produce a re- 
sponse, for it must be acted upon; and 
(5) impress the memory, for it must be 
remembered. 


Thus, the advertisement of today, if 


_— 


‘Starch, Daniel, Principles of Advertising, A. 


; W. Shaw Company, Chicago, 1923. 





it is to be effective, must be constructed 
in a manner that will accomplish the 
results which have been enumerated. 
The construction of an advertisement 
can be divided roughly into two steps. 
First, the product’s strongest points of 
appeal to consumers must be deter- 
mined. Second, these appeals must be 
presented in an effective manner. The 
performance of these steps requires a 
thorough knowledge of the product and 
its appeal to consumers, as well as a 
knowledge of such technical considera- 
tions as layout, headlines, illustration, 
color, and text. It is the purpose of this 
discussion to consider only the approach 
that should be made in analyzing the 
product and its appeals. The subject of 
technique in the construction of adver- 
tisements will not be considered. 
Because of the need for a thorough 
knowledge of the product and its ap- 
peals to consumers, some scientific 
method of analysis should be applied. 
This method of analysis means that a 
definite procedure in determining facts 
about the product will be followed. A 
detailed analysis of this kind may seem 
unnecessary in that it develops informa- 
tion that may never be of value in ad- 
vertising, but it seems advisable to 
spend the necessary time in gathering 
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some information of doubtful value 
rather than to run the risk of overlook- 
ing valuable material by taking into con- 
sideration only strong points which at 
once become apparent. 

As a suggestion for a scientific ap- 
proach to the problem of obtaining the 
information necessary to construct ef- 
fective advertisements, a combination of 
product analysis and an analysis of con- 
sumers’ buying motives is made in the 
following pages. After obtaining a 
thorough knowledge of the product 
through the product analysis, the adver- 
tiser should be able to determine the 
strongest points of appeal to consumers 
by combining this product analysis with 
an analysis of consumers’ buying mo- 
tives. The knowledge of the product 
and its appeals then can be combined 
with a knowledge of the technical con- 
siderations of advertising construction. 
Technical details can be worked out in 
a way that will bring out forcefully the 
motives which are determined through 
the buying motive analysis. 

The analysis which is made in the fol- 
lowing pages makes no pretense of final- 
ity, but is presented merely as indicative 
of what may be done along these lines. 
The product chosen to be analyzed as 
an illustration of this method is brass 
pipe manufactured by the Anode Copper 
Company and the Electrode Brass 
Company. Because these companies 
operate practically under one manage- 
ment from the mining of the ore to the 
inspection of the finished pipe, the 
product is particularly suited for this 
type of treatment. 

In 1922 the Anode Copper Company, 
a large western operator, instituted an 
extensive campaign to promote the use 
of brass pipe in plumbing. This pipe 
was manufactured by the Electrode 
Brass Company, a subsidiary of the 
Anode Copper Company. The need for 


copper as a war material gave rise to 
the use of many substitutes for dome. 
tic purposes. At the close of the war 
the company was faced with the prob. 
lem of regaining lost markets and jp. 
creasing the use of copper in order to 
dispose of the increased production, Ap 
advertising campaign was instituted to 
regain these markets and to aid in ep. 
tering new fields. The situation was 
complicated by the fact that the cam. 
paign had to carry a message to a num. 
ber of groups; namely, home-owners, 
architects, contracting plumbers, and 
small jobbing plumbers who both make 
small installations and also do repair 
work. 

The relationship of the Anode Cop. 
per Company and the Electrode Brass 
Company was well known, and the pipe 
was sold under the trade name “Anode 
Brass Pipe.” Each of the two com- 
panies was a leader in its field. 


A. The Product Analysis 


The outline used in the following an- 
alysis is one proposed by Dr. Daniel 
Starch in his book, Principles of Adver- 
tising. Many of the headings of the 
outline are not directly applicable to the 
product under consideration. It is be- 
lieved, however, that a scientific pro 
cedure requires the consideration of all 
possible factors and the rejection o! 
those that have no application, rather 
than a casual selection of those that are 
obviously applicable. In view of the 
decision to develop methods rather than 
to ascertain facts, the analysis under 
each heading purposely has been matt 
brief, carrying it no further than a mert 
suggestion of possibilities. It is believed 
that two results may be anticipated in 
making an analysis of this sort. In the 
first place, background for the buying: 
motive analysis is developed; and, in 
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the second place, valuable material is 
made available to be used in the con- 
struction of advertisements. 


1. RAw MATERIALS 


(a) Source. The copper and zinc 
used in the manufacture of the brass 
pipe are produced at the company’s 
mines in Montana. Mining, particu- 
larly in the West, has a romantic appeal, 
and the location of the mines and the 
various steps in the mining processes 
should provide valuable material for 
advertising. This material would be of 
more value in attracting attention or in 
creating background than in making 
direct selling appeals. 

(b) History and origin of the raw 
materials. Copper, zinc, and _ brass 
have played important parts in the life 
of man, and research should reveal 
much interesting information about 
their history that might be employed in 
attracting attention and creating back- 
ground. Incidents might be found which 
could be used as a selling appeal. For 
instance, an Egyptian king as long ago 
as 2700 B.C. introduced an innovation 
by installing a drainage system of cop- 
per pipe, which recently was discovered 
in a good state of preservation. 

(c) Quality of raw materials. The 
high standards of quality required 
of the raw materials used in the manu- 
facture of the brass pipe, and the tests 
made in insuring these standards, should 
provide possible advertising material. 


2. MANUFACTURE 


(4) How the product is produced. 
A thorough knowledge of the various 
Processes in the manufacture of the 
pipe should provide material of use 
in advertising. The necessity and rea- 
sons for the use of certain alloys, certain 
Processes of rolling and annealing, pre- 
sent many interesting possibilities. 


(b) Special processes. Processes of 
special refinement and exactitude are 
earmarks of high standards and ideals 
in manufacturing and make a strong ap- 
peal to consumers. In this particular 
case the special processes used in mak- 
ing such alloys as are used for salt-wa- 
ter pipe might well be investigated and 
used in the advertising. 

(c) Special equipment. Such special 
equipment as may be used either in 
these special processes or in the regular 
processes of mining and manufacture 
may be used to increase the customers’ 
confidence in the company. 

(d) Skilled workmanship. The skilled 
workmanship entering into the manu- 
facture of this product affords op- 
portunity to accomplish the same things 
that have been suggested above. 

(e) Research in the manufacture 
of the article. The progressiveness of 
a company in scientific fields is important 
in the mind of the consumer. The 
amount of research done may well be 
published as institutional copy. 

(f) Sanitary conditions of manu- 
facture. This would probably have lit- 
tle advertising value, because brass pipe 
is not an article the desirability of which 
is affected by the conditions of manufac- 
ture. 

(g) Size of factory or business. 
The fact that the Anode Copper Com- 
pany and the Electrode Brass Company 
are among the largest producers in their 
respective fields is prima facie evidence 
of their worth. 

(h) Age, experience, and reputa- 
tion of the firm as a sign of skill and 
reliability. The two companies under 
discussion are among the oldest produc- 
ers, have had a very wide experience in 
the mining of copper and zinc and the 
manufacture of brass, and enjoy a good 
reputation for the reliability of their 
products. 
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(1) The advantages of the con- 
solidation between the two companies. 
The fact that the manufacture of brass 
pipe is carried on practically under one 
organization from the mining of the 
copper and zinc ore to the production 
of the finished pipe has great advertis- 
ing value in that it: 

(1) Assures better and more uni- 
form quality 

(2) Guarantees a steady supply 

(3) Decreases the cost and hence 
the price through economies 
of manufacture and distri- 
bution 


3. THe FINIsHED PropUucT—QUALI- 
TIES AND UsEs 


(a) Special mechanical features of 
the product. The freedom from rust 
and the smallness of the pipe are fea- 
tures that are of great importance to 
the customers and should be advertised. 

(b) Its possible impression through 
the various senses. The neatness of 
brass fittings is perhaps the only feature 
suggested under this head. 

(c) Varieties for uses and specifi- 
cations for uses. Brass pipe can be used 
for all water-system installations. It is 
particularly adapted to hot-water lines 
because of the fact that it does not rust. 
Special alloys for the piping of sea wa- 
ter may be obtained. 

(d) Efficiency and thoroughness in 
accomplishing its uses. In this case 
this is practically a repetition of the 
points developed elsewhere. The free- 
dom from rust and the non-clogging fea- 
tures are suggested here. 


* Points included in the outline which do not ap- 
ply to this specific product, although they might be 
applicable to many others, are as follows: 

(k) Convenience in use 

(1) Ease of operation 

(m) The package—its convenience and appear- 
ance 


(e) Wide usage. The fact tha 
a product is generally accepted is takey 
by many buyers as prima facie evidence 
of its worth. The use of brass pipe 
has grown rapidly in the past few years, 
and it is probable that an examination 
of the amount of brass pipe in use would 
bring out interesting and valuable ma. 
terial. 

(f) Class of people using the prod. 
uct. Most people are imitative and 
make many purchases merely be. 
cause some one whom they admire js 
using the product in question. The fact 
that modern, well-equipped homes are 
fitted with brass pipe should prove a 
valuable selling point. In making use 
of this point it is necessary that the 
proposition be so presented that it will 
not create the impression that brass pipe 
is only for the wealthy. 

(g) Testimonials of users. In this 
case the testimonials of important 
persons might be secured. Another type 
of testimonial that presents itself is the 
comparison in pictures of brass pipe and 
iron pipe after a long term of service 
or under unusually difficult conditions. 

(h) Testimonials of authorities. The 
testimonials of well-known scientists 
and engineers and government authori- 
ties as to the long life and rust-proof 
properties of this pipe might be secured. 

(i) Guarantee of satisfactory use. 
The pipe is guaranteed by the Anode 
Copper Company and the Electrode 
Brass Company to give satisfactory 
service for 20 years. 

(j) Repair service. This is a point 
of real importance in the case 0 
machinery. It is important in the a¢- 
vertising of a comparatively ncw 


product such as this, because the public 
must be assured that it can obtain mé- 
terials and workmen to make repairs i 
necessary.” 
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CASE STUDIES IN BUSINESS 


4. PRICE AND VALUE OF THE FINISHED 

PRODUCT. 

(a) Price compared with competing 
articles. The price of brass pipe 1s 
slightly higher than that of other 
types. The difference is not great when 
the excess cost of brass pipe is compared 
with the cost of an entire house. 

(b) Price in relation to the qual- 
ity and quantity of the article. Because 
of the long life of brass pipe, the yearly 
cost is much lower than that of other 
types. Furthermore, the service given 
by brass pipe is much superior. 

‘(c) Economy in time, labor, and 
convenience. Any savings that may be 
made because of greater ease of installa- 
tion, quicker repairs, and better delivery 
service may have a strong appeal to 
certain classes of customers. 

(d) Cheapness in operating the 
article. This applies to machines rather 
than such an article as this. 

(e) Durability. The long life of 
brass pipe, its freedom from rust and 
other deterioration, is very important to 
the buyers. 

Through such a product analysis as 
that suggested, it is possible to develop 
exact knowledge concerning the product, 
its production and its uses. This knowl- 
edge forms valuable background and 
material to be used in constructing the 
advertisements. It is also necessary be- 
fore any analysis with regard to con- 
sumers’ buying motives can be made. 


B. Analysis of Buying Motives of 


Consumers 


. The classification of consumers’ buy- 
ing motives developed by Dr. M. T. 


Principles of Merchandising, A. W. Shaw Com- 
pany, Chicago, 1924, 

4 . . 

Buying motives are also divided into primary 
and selective groups. This second classification 
is based on a difference in the use of the motives 
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Copeland’ is used as the second part of 
the combination. In this classification, 
buying motives are divided into two 
groups: (1) emotional, and (2) ra- 
tional. Emotional motives have their 
origin in human instincts and emotions, 
and represent impulsive or unreasoning 
promptings to action. This class in- 
cludes such motives as emulation, satis- 
faction of appetite, and cleanliness. 
Rational motives are those that are 
aroused by an appeal to reason. This 
group includes such motives as dura- 
bility, dependability in use, and economy 
in purchase.* 


1. EMOTIONAL BuyING MOoTIVES 


(a) Distinctiveness. This motive 
arises from an instinctive desire to show 
leadership in setting the fashion. There 
may be some distinction in owning a 
house equipped with brass pipe, because 
this is the highest quality installation 
and in the past such types of plumbing 
have been rather unusual. This appeal, 
however, is primarily one of style, and, 
as such, its potency in this case is ques- 
tionable. Moreover, it would be of 
doubtful expediency for the Anode 
Copper Company to advertise the fact 
that such installations have been rather 
unusual. This appeal, consequently, 
may be eliminated in this analysis ot 
buying methods. 

(b) Emulation. The motive of 
emulation, the desire to keep up with 
one’s neighbors and associates, is also 
most strongly appealed to by style and, 
hence, much of the discussion of distinc- 
tiveness applies here. There may be 
some desire to have a house that is 
equipped like those of one’s neighbors, 


rather than on an actual difference of the motives. 
Primary motives are those that impart the first 
impulse to buy a particular product, while selec- 
tive motives are those that influence the selection 
between different brands, 
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but this is not considered a very strong 
appeal in this case. 

(c) Economical emulation. This 
motive is based on the desire to follow 
the lead of a neighbor with the smallest 
possible expenditure of money. Appeals 
to this motive are most effective where 
the style factor enters. This, combined 
with the fact that brass pipe is more 
expensive than other types of pipe, 
makes this appeal of little value. 

(d) Pride of personal appearance. 
The satisfaction of having those things 
of which one is worthy and of mak- 
ing a good impression through one’s 
personal appearance is the basis of this 
motive. Obviously, no positive appeal 
to this motive can be made in this case, 
for the installation of brass pipe will 
not improve one’s personal appearance 
directly. A negative appeal, however, 
might be used by stressing the necessity 
of having water absolutely free from 
rust in which to wash fine clothes. A 
negative appeal, while ordinarily not 
as strong as a positive appeal, often 
can be used effectively. 

(e) Pride in appearance of prop- 
erty. ‘Pride in the beauty, charm, and 
attractiveness of one’s possessions 
affords a buying motive of great 
strength.’ But few plumbing fixtures 
in the home are seen by those outside 
the family and, therefore, it is not pos- 
sible to make a direct appeal to this 
motive. A negative appeal may be made, 
however, by reference to the damage 
and disfigurement of property caused 
by leaky pipes and the security from 
such disfigurement afforded by the use 
of brass pipe. 

(f) Proficiency. ‘This motive is 
based on the satisfaction that is ex- 
perienced in doing one’s tasks well.”’ 
An appeal to this motive might be used 


* All quotations are from Principles of Merchan- 
dising, by Melvin T. Copeland, chap. vi. 








effectively in advertising to plumbers, 
in that neater work can be done when 
brass pipe is used. 

(g) Romantic instinct. “The spirit 
of romance, of dreamy adventure, js 
not universal, but it is sufficiently com. 
mon to be reckoned with as a buying 
motive.” While the West has lost much 
of its picturesqueness, mining in the old 
days still makes an appeal to the ro. 
mantic mind. This could well be used in 
institutional copy or to attract attention 
in the other types of advertisements, 

(h) Maintaining and preserving 
health. This buying motive goes back 
to the instinct of self-preservation and 
needs no explanation. It may be ap. 
pealed to in a negative way by pointing 
out the unhealthy conditions arising 
from the overflow and leakage of rust. 
clogged pipe and the possible danger in 
drinking rusty water. 

(i) Cleanliness. ‘When cleanliness 
appears as a buying motive, the 
emphasis is on the means, not on health, 
comfort, or convenience as a result of 
cleanliness.” Brass pipe is a means of 
keeping bathroom fixtures free from 
rust. By the use of brass pipe a greater 
degree of personal cleanliness in the 
bath may be obtained. The advertising 
of this product offers distinct possibil: 
ties for appealing to this motive. 

(j) Proper care of children. “The 
existence of this buying motive arises 
out of the natural desire of parents to 
assure their children of the proper 
care.” This motive cannot be directly 
appealed to in this case. It is possible, 
however, to present some of the other 
appeals in such a manner as to arouse 
the parental instinct. 

(k) Pleasing the sense of ‘asie. 


“The emphasis here is on the flavor 4 
contrasted with satisfaction of the ap- 
petite through the digestive organs. 
The pleasure of a clean, cool drink 0! 
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water from brass fittings as compared 
to a rusty, murky drink from iron 
plumbing should prove a very effective 
appeal. 

(1) Securing personal comfort. Brass 
pipe might make some appeal to 
this motive in that the person whose 
home is equipped with brass pipe is free 
from such personal discomforts as 
bathing in rusty or murky water. 

(m) Alleviation of laborious tasks. 
The freedom from rust and leakage 
occasioned by brass pipe eliminates 
the drudgery connected with cleaning 
dirty fixtures and removing the effects 
of overflow. 

(n) Securing home comfort. The 
reliability of the service performed by 
brass pipe enhances the comfort of the 
home by removing the uncertainty of 
action and the possibility of trouble and 
inconvenience occasioned by faulty 
plumbing.° 


2. RATIONAL BuyING MOTIVES 


(a) Efficiency in operation.“ ... . 
Here the emphasis is placed upon the 
means by which a result is to be accom- 
plished rather than on the result itself.’ 
The fact that brass pipe delivers a uni- 
form maximum flow of water through- 
out its life should provide the basis for 
an appeal to this motive, although it 
cannot be considered a strong one. 


“Under this head are found a number of mo- 
tives to which appeal cannot be made in the case 
of this particular product. These are as follows: 


(0) Social achievement 

(p) Expression of artistic taste 

(9) Happy selection of gifts 

(r) Ambition 

(s) Satisfaction of the appetite 

t) Security from danger 

(u) Pleasure of recreation 

(v) Entertainment 

(w) Obtaining opportunity for greater leisure. 
Care should be taken not to overlook these mo- 


tives in making a similar analysis for another 
Product. 


(b) Dependability in use. This mo- 
tive is appealed to by throwing the 
emphasis on the result, and showing 
that brass pipe is dependable and that 
the same sort of service is to be expected 
at all times. 

(c) Dependability in quality. The 
consumer desires an article the quality 
of which is uniformly maintained. The 
rigid tests undergone by each length of 
Anode pipe and the trade name stamped 
on each length assure this uniform 
quality and make a strong appeal to 
this motive. 

(d) Durability. “Durability as a 
buying motive stresses the resistance of 
an article to wear and tear, and its 
length of life.’ A very strong appeal 
to this motive may be made in advertis- 
ing brass pipe. Its durability is one of 
its outstanding points. 

(e) Enhancing the productivity of 
property. This is different from “en- 
hancement of earnings’’ in that it does 
not directly relate to personal in- 
come. An appeal to this motive might 
be made to such users as apartment 
house owners, by showing them that, 
through the use of brass pipe, less ex- 
penditure for repairs would occur, and, 
hence, the net return on their invest- 
ment to be derived from rentals would 
be greater than if initially cheaper ma- 
terial were used. 

(f) Economy in use. This motive 
is self-explanatory. Although the origi- 
nal cost of brass pipe is higher than that 
of some other types of pipe, its long 
life and the fact that it needs few repairs 
make it cost less per year than the other 
types. This should be a very strong 
appeal. 

(g) Economy in purchase. This is 
a selective motive and is concerned 
only with the price differential between 
two products. Because brass pipe is an 
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expensive type of pipe, appeal to econ- 
omy in purchase cannot be made.’ 


3. Buyinc Morives For INDUSTRIAL 
Goops 


These are the motives to which appeal 
is commonly made in the advertising of 
goods for use in factories. Because 
brass pipe has industrial uses, these 
motives are included in the analysis. 
Many of them are the same as those mo- 
tives discussed under ‘‘Consumers’ Buy- 
ing Motives.” Where a_ similarity 
occurs, these are not discussed, but 
rather under this head are taken up only 
the motives that do not appear in the 
discussion of the advertising of con- 
sumers’ goods. Protection against loss, 
facility in making repairs, enhancing 
salability of product, safeguarding wel- 
fare and morale of employees, sanita- 
tion and economy, are the most impor- 
tant. 

(a) Protection against loss. In 
some cases this is merely a negative 
form of “economy in use.” Occasion- 
ally, however, protection against loss 
has a somewhat different meaning, as, 
for example, when the loss is irrepar- 
able. An appeal to this motive may be 
made in advertising to factories that 
have their own water systems. If brass 
pipe is used, more protection against fire 
loss is guaranteed because there is no 
danger of a decreased water pressure as 
the result of rust-clogged pipes. 

(b) Facility in making repairs. It 
is obvious that this motive should not 
be appealed to strongly in most cases, 
for it brings the necessity for repairs to 
the attention of the buyer. If repairs 





* Motives under this head to which appeal ob- 
viously cannot be made in the case of brass pipe 
are: 

(h) Handiness 
(i) Reliability of auxiliary service 
(j) Enhancement of earnings. 


HARVARD BUSINESS REVIEW 




































are made more easily on brass pipe than 
on other pipes, this appeal might be used 
in advertising to plumbers. One of the 
greatest advantages of brass pipe, hoy. 
ever, is that it needs very little repairing, 
which is a disadvantage from th 
plumbers’ point of view, because it re. 
duces the demand for his services, Hence 
this motive cannot be appealed to effec. 
tively in this case. 

(c) Enhancing salability of product, 
This motive is utilized to show , 
prospective purchaser how he can 
increase his sales or give greater satis. 
faction to his customers. The many 
advantages of brass pipe over other 
pipe should afford much material with 
which to appeal effectively to this mo- 
tive. In the past, sellers have appealed 
to economy in purchase and economy in 
use much more often than to enhancing 
the salability of the product. This mo- 
tive, however, should play a much more 
important part in purchasing as better 
merchandising methods develop. An 
effective appeal may be made to this 
motive in the case of builders, apartment 
house owners, and other classes that 
build for resale or rent. 

(d) Safeguarding welfare and mo- 
rale of employees. This motive is based 
on the desire of employers to preserve 
the health of their employees, to pro- 
tect them from accidents, and in nv- 
merous other ways to promote the 
welfare of the workers. This might be 
appealed to by the improved sanitation 
made possible by the use of brass pipe 
because of the rust-proof feature. 

(e) Sanitation of plant. This mo- 
tive is much the same as the one just 
preceding and can be appealed to in the 
same way. ; 

(f) Economy in purchase. This 
motive is self-explanatory and obviously 
cannot be appealed to by brass pips 
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other types of pipe. 


4. PATRONAGE MOTIVES 


“A patronage motive is the reason or 
‘ncentive for a buyer to trade with a 
particular firm in preference to patron- 
‘zing other firms which offer similar 
commodities. When two or more sellers 
ofer closely similar merchandise at 
similar prices, the choice of the buyer 
depends upon patronage motives. In 
practical salesmanship, patronage mo- 
tives are used: just as buying motives 
are used.” 

(a) Reliability of seller. A very 
strong appeal can be made to this 
motive in the advertising of Anode 
brass pipe because both the Anode Cop- 
per Company and the Electrode Brass 
Company are unusually strong com- 
panies, bearing excellent reputations 
over a long period of years. The close 
connection of two such companies in the 
production of a product insures the qual- 
ity and availability of that product. 

(b) Punctuality in delivery. The 
good correlation between production 
and sales that should be possible in a 
combination of this size should make de- 
livery punctual. This is an important 
buying motive in industrial goods and 
should be appealed to very strongly by 
the facilities of these companies and 
their reputations for satisfactory deal- 
ings. 

(c) Promptness in delivery. This 
motive differs from punctuality in de- 
livery, in that punctuality refers to the 


"Appeal to the following motives which fall 


into this category would be inapplicable in the 
case of brass pipe: 


= 


(g) Enhancing the productivity of the plant 
(4) Flexibility in operation 

(‘) Simplicity in operation 

()) Facility in installation 

(k) Facility in executive control 

(!) Aiding sales promotion. 
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carrying out of delivery agreements, 
while promptness refers to the ability 
and willingness to deliver immediately 
on receipt of order. The companies are 
large enough to maintain adequate 
stocks to provide immediate shipment, 
if that is deemed advisable, and thus can 
make a strong appeal to the motive of 
promptness of delivery. 

(d) Securing exact fulfilment of 
specifications. These companies are 
large enough to have the necessary 
equipment and careful inspection to 
manufacture a product of exact specifi- 
cations. They also can maintain a staff 
of experts to determine just what type 
or types are best suited to particular 
uses. Thus, they should be able to make 
a strong appeal for contracts requiring 
a particular type of pipe. 

(e) Variety for selection. Stand- 
ardization of pipe sizes and types 
makes variety of minor importance in 
the sale of brass pipe. There are, 
however, some uses to which only par- 
ticular types can be put. The degree of 
annealing, the character of the alloy 
and metal treatment, make a difference 
in types of pipe; and the Anode Copper 
Company makes these various kinds of 
tubing. Hence, it should be possible to 
make a strong appeal to this motive. 

(f) Engineering and designing ser- 
vice. This motive is based on the 
possibility of giving expert advice to 
prospective customers as to their needs 
and specifications. The Anode Copper 
Company has experts in particular fields 
and should be able to make an appeal 
on this basis. 

(g) Dependable repair service. It 
is obvious that no appeal can be made 
to this motive, since the company will 
not be giving repair service. 

The foregoing analysis of consumers’ 
buying motives has developed those mo- 
tives to which an appeal can be made in 
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advertising brass pipe. Because the 
motives listed are of general signifi- 
cance, a similar analysis may be applied 
to any product in order to determine the 
motives which cause consumers to pur- 
chase that product. 


5. ADVERTISING TO SPEcIFIC GROUPS 


The next step in the analysis is the 
selection of the appeals to be made to 
various groups of purchasers. The 
analysis of consumers’ buying motives 
shows which appeals may be used for 
this particular product, but it is neces- 
sary now to select those which will have 
the greatest appeal to house-owners, 
architects, home builders, plumbing 
contractors, and small repair plumbers. 
This necessitates a summary of the 
buying-motive analysis for each group, 
and an arrangement of the motives for 
each group in the order of their respec- 
tive strength. 

The comparative strength of the vari- 
ous appeals might well be determined 
by some sort of questionnaire ranking 
method.® It is felt, however, that such 
a process is beyond the scope of this dis- 
cussion. For the present purpose, the 
comparative strength of the appeals is 
determined by the judgment of the ad- 
vertiser. In this exercise of judgment, 
the background gained from the product 
analysis should be of great value. 

(a) Appeal to home-owners. A re- 
view of the buying-motive analysis 
seems to indicate that, in the case of 
home-owners, the strongest appeals can 
be made to the buying motives of de- 
pendability in use, economy in use, and 
durability. The two salient features of 
the pipe—its long life and freedom 
from rust—appeal directly to these 
motives. 

*Some advertisers have found it practicable to 


have a list of appeals ranked in order of their 
strength by a representative group of consumers. 
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Other motives that cannot be as 
strongly appealed to as those mentioned 
above, because of the indirectness of the 
appeal or the general weakness of the 
motives, are: cleanliness, pride in ap. 
pearance of property, romantic instinct 
dependability in quality, ‘alleviation of 
laborious tasks, and pleasantness of 
taste. 

A third group of buying motives cop. 
tains motives that, while weaker than 
the preceding groups, are sufficiently 
strong to be worth using. These mo. 
tives are: maintaining and preserving 
health, obtaining personal comfort, 
operating efficiently, securing home com. 
fort, caring properly for children, and 
being proud of personal appearance. 

Finally, the two patronage motives 
of the reliability of the seller and pune. 
tuality and promptness of delivery make 
a strong appeal to this class of cus 
tomers and should be advertised. 

(b) Appeals to architects. In ad- 
vertising to architects, the buying. 
motive analysis seems to indicate that 
the appeals to the motives of proficiency 
and enhancement of personal earnings 
would prove to be of the greatest value. 
An architect’s success is largely depen- 
dent upon his reputation for proficiency. 
Hence, he is interested in anything that 
will make his work more effective. The 
specification of brass pipe in the build. 
ings that he designs should develop 
good-will for him through its highly 
satisfactory performance. Since the 
architect is interested in selling his 
services to consumers, he is naturally in- 
terested in the same things that they are. 
Hence, it should be possible to use all 
of the appeals that were mentioned 
above in connection with home-owners 
in advertising to this class. 





The use of this method, if well handled, provides 
either a substantiation or negation of the judgment 
of the advertiser. 
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The several patronage motives are 
important to architects and builders. 
Such motives include reliability of the 
seller, punctuality and promptness of 
delivery, exact fulfilment of specifica- 
tions, and services in engineering and 
designing that may be furnished by the 
company. 

(c) Appeals to contracting-plumbers. 
Contracting-plumbers present a case 
similar to architects, and similar appeals 
may be made. With this group the 
patronage motives are particularly im- 
portant, since they prefer to purchase 
from manufacturers and usually have 
direct contact with them. 

(d) Appeals to small repair plumb- 
ers. The appeal analysis brings out 
very forcibly the fact that the small 
repair plumbers represent a class which 
is very hard to reach. Brass pipe, 
through its long life and freedom from 
repairs, threatens the source of liveli- 
hood of this group. It is necessary, 
therefore, to emphasize the fact that 
by the use of brass pipe the small 
plumber can build up a more satisfied 
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clientele and in this way increase his 
earnings. In other words, in advertis- 
ing to this class, the main appeals must 
be made to the buying motives of 
proficiency and enhancement of personal 
earnings. 

Conclusion 


In the foregoing discussion an attempt 
has been made to outline, roughly, a 
systematic approach to the planning of 
material that is to make up advertising 
copy. The first step in this method is 
an analysis of the product through 
which is provided a basis for the buying- 
motive analysis and material for use in 
the actual construction of the advertise- 
ments. The second step consists of the 
analysis of the appeals that may be 
made to motives that control consumers 
in their purchases. The combination of 
the knowledge obtained from these 
analyses and the technical considerations 
of general layout should enable the ad- 
vertiser to construct advertisements that 
will appeal to the strongest buying mo- 
tives in the most effective manner. 
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REVIEWS OF BUSINESS LITERATURE 


Brown, H. G. THE Economics or Taxa- 
TION. New York: Henry Holt and Com- 


pany, 1924. 344 pp. $3. 

INTENDED as a text-book, this volume 
represents a new departure in the field 
of economics, being a critical study of 
the theory of the incidence of taxation, 
including cause and effect. Professor 
Brown feels, as do many others, that 
after rousing and stimulating the rea- 
soning powers of students through a 
course in Principles of Economics, the 
economics departments of American uni- 
versities fail to present advanced courses 
requiring the best of the students’ men- 
tal faculties. The book is written with 
this in mind, but its value and interest 
are by no means confined to college un- 
dergraduates. 

The study is carefully limited to “‘dis- 
covering what is the shifting and inci- 
dence and what are the effects of 
various taxes.” The book is intended 
“not to express opinions as to the legit- 
imacy or illegitimacy, the morality or 
immorality of any tax. The purpose is 
merely to set forth, as clearly as pos- 
sible, the probable incidence and some 
of the most important probable conse- 
quences of taxes of various kinds.” 
Naturally, only certain outstanding 
taxes could be studied, as illustrations of 
general principles. 

The first variety of tax considered is 
monetary inflation, insidious in that the 
public seldom recognizes it as taxation. 
To the extent that paper money merely 
drives gold from the country and re- 
places it in like volume, inflation is not 
a tax upon the people. But the further 
issue of irredeemable paper currency 
forces prices upward. The tax element 
is found in the bidding of the govern- 


ment, with the new paper, against the 
citizens; and the injustice arises from 
the lag of salaries, rents, and interes 
rates on long-time obligations. Polit. 
cally, however, it is more important to 
avoid unpopular taxes than to impos 
just ones. 

Closely akin to monetary inflation js 
government borrowing. Borrowing 
outside the country can postpone puy- 
ment to another generation, but such js 
not the case with internal loans. The 
fallacy of “‘business as usual” is exposed, 
for there must be some curtailment to 
provide funds for the government, 
There is no saving to the bulk of the 
people by postponing taxation through 
borrowing, although possibly it does 
prevent the poor from paying the bonds. 
Yet the great evil of the bond issues 
comes from the unjust effects of the in- 
flation based upon the bonds as col- 
lateral. 

There is little public interest even in 
commodity taxes. Yet the tax student 
should know not only on whom a tax 
does fall but on whom it ought to fall. 
The author states that, “whether and 
to what extent a tax can be shifted de- 
pends upon whether and how far the 
tax affects the supply of the thing taxed, 
and also upon the conditions of de: 
mand.” A tax, say a sales tax, on goods 
produced under uniform cost, is entirely 
shifted. One qualification is made, in 
that if only part of the producers are 
taxed, the shift is not possible. When 
costs are increasing, the tax is split be 
tween the product and the consumer. 
The discussion being theoretical, the 
writer does not say how the split is to 
be predetermined, but admits that 
changes in technical processes may Com 
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pletely obscure it under any circum- 
stances. In the case of decreasing costs, 
there is a tendency toward monopoly. 
Many of the writer's views on shifting 
and incidence differ from those of Pro- 
fessor Seligman of Columbia. 

Taxes under conditions of monopoly 
production are treated elaborately and 
at length, with many tables illustrating 


I what can be nothing other than pure 


theory. Under constant cost, one-half 
the tax is shifted. Under increasing or 
decreasing costs, less or more than one- 
half is shifted. Professor Brown sees 
the weakness of this discussion, but says 
that it is of some value. Taxes on mo- 
nopoly net profit cannot be shifted. 

A tax on labor income may decrease, 
or result eventually in a decreased popu- 
lation, yet not as certainly as the physio- 
crats asserted. A tax on one type of 
labor may in time be shifted to other 
types, but this seems doubtful. If the 
tax is put upon the professions, it is not 
at all certain to deter people from en- 
tering them. It also appears doubtful 
if any direct effect of a tax on higher 
incomes without discrimination as to 
trade or profession will appear. This 
whole discussion is very vague. 

Taxes upon employers to insure em- 
ployees are shifted to the employees in 
the form of lower wages, usually of the 
particular employees insured. It is not 
possible, however, to force employees 
to pay the extra premium of dangerous 
plants. 

The possibility of shifting taxes upon 
capital depends upon whether or not the 
accumulation of capital (savings) is af- 
tected—whether interest is raised. It 
is not possible to lay down rules or make 
valid generalizations here. Probably a 
graduated tax on incomes from capital 
tends less to discourage saving than a 
proportionate tax levied at a high 
enough rate to yield an equal total reve- 
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nue. Certain aspects of the “excess 
profits” tax are considered. 

The consideration of land taxation 
goes to considerable length. It is shown 
that the tax on land used for specific 
purposes is borne by all land owners. 
Yet land taxes in general are not shifted. 
Taxes on situation value, “unearned 
increment,” are shown not to be shifted. 
General taxation of land value or even 
future increases does affect present own- 
ers in confiscating a part of present land 
value. It helps the buyer but hurts the 
seller through loss of his “vested 
rights.” There follows from this mat- 
ter an interesting discussion as to when 
a tax is capitalized. Two points stand 
out—that a tax which is shiftable upon 
consumers cannot be capitalized and 
that, to be capitalized, a tax must rest, 
definitely, upon salable income. A tax 
upon all land according to quantity 
would surely cause the abandonment of 
some tracts and the more intensive culti- 
vation of others, yet the exact result is 
uncertain. As a modification of land 
taxation, “combination” taxation is gen- 
erally found, but the incidence can be 
found only by tracing the incidence at- 
tributable to the component parts. 

Quite extensive attention is given to 
the source of money to pay taxes on the 
sales of land, and the effects of such 
taxes. The money is found to come from 
labor income, profits, rent and “‘consum- 
er’s surplus.” Taxes upon loans may or 
may not be shifted and are paid from 
labor income, consumer’s surplus, or in- 
terest. In actual American practice such 
taxes can seldom be collected. Various 
aspects of taxes upon sale of corpora- 
tion securities are considered, the most 
important of which seems to be that 
speculation would thus be discouraged. 

The last chapter considers import and 
export taxes. The old story of the evils 
of protection and the resulting economic 
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maladjustment is retold with illustra- 
tions. The import tax generally rests 
upon consumers of the goods taxed, 
even when the tax is levied primarily 
for revenue. Generally, export taxes 
rest upon parties in the levying country, 
for as yet no one has been able to force 
foreigners to support other govern- 
ments than their own. 

No attempt is made to set up an ideal 
tax system—that depends upon the 
ends society desires to reach. The ten- 
dencies which various taxes will produce 
are here considered from the view-point 
of cause and effect. 

The entire discussion is deductive, a 
fact which the writer regrets as much 
as does the reader. Yet there can be 
little present basis for inductive proof 
of the theories advanced. Again, the 
writer has striven to protect himself 


from the statement that his work is “tog 
theoretical” by suggesting that such 
statements will emanate from thos 
“persons who have no comprehension 
of how ‘theoretical’ a really worth-whik 
inductive study would have to be.” 
The work is a step in the right direc. 
tion, but a step which will not be greatly 
relished by many undergraduates, 
The arguments presented are fre. 
quently partial and incomplete, largely 
because of the very long-time point of 
view adopted. Theory is paramount 
while expediency is practically ignored, 
Some of the taxes discussed are practi 
cal, while others are merely used as 2 
basis for mental gymnastics. Very few 
concrete results are reached, but then, 
the author did not mean to reach con. 
clusions which would be applied directly 
—the material does not permit it. 


BOOK NOTICES 


AcADEMIC Histories oF FAacuLty MEMBERS 
OF THE ASSOCIATED COLLEGIATE SCHOOLS 
OF BUSINESS, WITH BIBLIOGRAPHIES OF 
Tuerr Pusuications. Bloomington, In- 
diana, Association of Collegiate Schools of 
Business, William A. Rawles, Secretary, 
1925. 204 pp. $1. 


Acworth, Sir William M. THe ELEMENTS 
oF RattwAay Economics. New York: 
Oxford University Press, American Branch, 
1924. 216 pp. $120. 


This is the only revision of the still authori- 
tative work of the late Sir William Acworth 
on railway economics, first published in 1905. 
The general arguments and conclusions re- 
main the same—the substantiating statistics 
being brought up to date. Two new chap- 
ters, dealing with the war period in England 
and the sweeping changes following upon it, 
have been added. 


Adams, A. B. Economics or Business 
Cycies. New York: McGraw-Hill Book 
Company, 1925. 268 pp. $2.50. 


Now that the business cycle is an accepted 
fact, means are being suggested to iron it out 


of existence. The author of this work claims 
that cycles are not inevitable manifestations 
of our present business system, but that they 
can be avoided by doing away with the cumu- 
lative upward movement of prosperity which 
generates the forces that produce the crisis. 
To do this he proposes public control of cred- 
its—the Federal Trade Commission is to have 
the power of limiting the issuance of securi- 
ties of all corporations engaged in interstate 
commerce, while it is to be the duty of the 
Federal Reserve Board to curtail the exten- 
sion of loans to member banks when the level 
of prices persistently rises. 


Bennett, George E. AupitinG—an INTRO 
DUCTION TO Practice. New York: The 
Macmillan Company, 1925. 377 pb» $3.50: 


This book is not a detailed commentary 
written for the practicing auditor, but is 4 
text intended for students and for those who 
wish to take up the profession. In setting 
forth the groundwork of principles which u®- 
derlies every audit, Mr. Bennett takes up the 
scope of the audit; the auditing of cash, asset 
accounts, and liability accounts; the report) 
and the business budget. The last part 0 
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the book consists of a long problem to be 
worked out by the student and to illustrate 
the principles previously discussed. Problems 
in connection with each chapter are given in 


the appendix. 


Craig, David R., and Charters, W.W. Per- 
soNAL LEADERSHIP IN INDUSTRY. New 
York: McGraw-Hill Book Company, 
1925. 245 pp. $2.50. 


The relationship between the executive and 
his subordinates is the theme of this book. 
Because its subject matter was derived from 
interviews with a large number of workmen 
and successful administrative officials, it is es- 
sentially practical. Early in their study, the 
authors realized that the problem of super- 
vision is in reality a question of leadership. 
Accordingly, they stress the fundamental prin- 
ciples of leadership. The book is intended for 
foremen and other executives actually on the 
job, as an informal course in self-analysis and 
self-development. 


Harrison, H. D. InpustTRIAL PsycHOLOGY 
AND THE PRODUCTION OF WEALTH. New 
York: Dodd, Mead and Company, 1925. 
184 pp. $2. 


The subject-matter of Scientific Manage- 
ment and Industrial Psychology is the same, 
the fundamental difference between the two 
being the different attitude the latter takes 
toward the problems with which both deal. 
The industrial psychologist goes behind purely 
mechanistic considerations to take into ac- 
count the economic and ethical aspects of the 
operations he is studying. And it is from 
this point of view that the author comments 
upon the general features of scientific man- 
agement that aim to facilitate industrial pro- 
duction—such as locational guidance and 
selection, the recognition of the principles of 
fatigue, motion study, the adjustment of ma- 
terial conditions to the worker, and the use 
ot various incentives. Throughout he touches 
upon the complex forces in back of industrial 
unrest. The book is extremely lucid and of 
general significance. 


Harrison, Shelby M., and Associates. PuBiic 
EMPLOYMENT Orrices: Their Purpose, 
Structure, and Methods. 
Russell Sage Foundation, 1924. 
$3.50. 


608 pp. 


This hook is the result of an investigation 


New York: 
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undertaken by the Russell Sage Foundation, 
for the purpose of supplying authoritative data 
on public employment offices and on the detail 
of the methods used in conducting them. 

There are probably no problems more vital 
to the economic and social development of in- 
dustrial society than those connected with 
unemployment, and with the proper handling, 
distribution and interchange of the so-called 
“labor reserve.” The importance of the mat- 
ter and the inadequacy and abuses of existing 
private agencies were sufficiently obvious 15 
years ago to call forth a demand that the 
public take a hand. Since that time consider- 
able development has taken place, and public 
employment work is now carried on in many 
states and cities. 

The present study is based on extensive field 
work done in the United States and Canada. 
Its purpose and scope can best be indicated by 
quoting from the preface, as follows: 

“What, in view of the fact that we do not 
now have a fully organized, coordinated, and 
nationally operated system of employment ex- 
changes, can be learned from past experience 
which will throw light upon the kind of em- 
ployment system that is possible and desirable 
in this country, and what can be learned from 
the same source which will be helpful in con- 
sidering and planning definite steps in its de- 
velopment ?” 


Jeffrey, E. C. Coat anv CIVILIZATION. 
New York: The Macmillan Company, 


1925. 178 pp. $2.50. 


As a vital factor in the economic and indus- 
trial life of the world, coal and its deriva- 
tives take on significance historically, socially, 
and culturally; “Coal and Civilization” is a 
good title for the whole subject. In his work 
with extinct plants, Mr. Jeffrey has developed 
original methods for the study of the origin, 
structure, nature, and best uses of various 
coals. This volume gives the results of this 
phase of his investigations. 


Kilduff, Frederic W. INveNTORY PRACTICE 
AND MareriaAL Controt. New York: 
McGraw-Hill Book Company, 1925. 446 
pr. $5. 


With the growth of modern commercial 
and industrial organizations, the handling of 
materials and the taking of inventories have 
become matters of very large proportions. Al- 
ways important, they have, in Mr. Kilduff’s 
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view, become more vital than ever because of 
their influence in computing taxable income 
and because of the immense amounts of money 
involved. 

The first part of the book is devoted to the 
principles and the technique of taking a physi- 
cal inventory. The various phases of the 
matter are treated in detail, and a number 
of forms are reproduced. ‘There is a discus- 
sion of the “retail method of inventory.” 

Part II deals with material control. The 
objects aimed at are to keep inventories at 
a minimum, and to avoid losses from obsolete 
materials and from market fluctuations. The 
discussion is concerned with various methods 
and devices, considerable prominence being 
given to the material ledger. 


Lutz, Harley L. Pusiic Finance. New 
York: D. Appleton and Company, 1924. 
681 pp. $4. 


With the growth of social welfare, the sub- 
ject of public finance has become one of 
increasing importance. This branch of eco- 
nomics deals with the collection, custody, and 
disbursement of the resources needed for the 
conduct of public functions. The book cov- 
ers the field very thoroughly, discussing, 
among other things, the principles underlying 
the levy of taxes, the expenditure of public 
money, and the use of public credit. The au- 
thor believes that taxes should be for revenue 
and not for social purposes, such as the limit- 
ing of large fortunes. 


Montgomery, Robert H. Income Tax 
ProcepurE—1925. New York: The 
Ronald Press Company, 1925. 1910 pp. 


$12. 


The ninth annual edition of this authorita- 
tive work on the federal income tax follows 
the same general procedure as the preceding 
editions. Since the publication of the latter, 
however, a new income tax law, the Federal 
Revenue Act of 1924, has become operative. 
This law, which is declared to be “an im- 
provement in some respects” over its prede- 
cessor, the law of 1921, forms the basis for 
the new edition. 

In this volume the author has analyzed and 
commented upon the 1924 act section by sec- 
tion, “reducing the requirements of the law 
and the rights of taxpayers to the English 
language whenever possible.” Not only are 
the provisions explained, but they are con- 
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trasted with the former procedure under the 
1921 law, and interpreted in the light of pub. 
lished court decisions and Treasu ; 
and rulings, several hundred of which ar 
referred to in the text. A statement of the 
act of 1924 is included as an appendix. 

The material presented has been rendered 
readily accessible by a comprehensive, detailed 
index covering more than 100 pages, as well 
as by a summary index at the beginning of 
each chapter. 


SEASONAL OPERATION IN THE Constauc. 
TION INDUSTRIES. Report and Recommen- 
dations of a Committee of the President's 
Conference on Unemployment, with , 
Foreword by Herbert Hoover. New Yor}: 
McGraw-Hill Book Company, Incorpo. 
rated, 1924. 213 pp. $2.50. 


When the President’s Conference on Un- 
employment met in Washington in 1921, two 
major problems were recognized in the wastes 
caused by the recurring booms and depressions 
known as the business cycle, and the seasonal 
instability occurring in many of the largest 
industries, notably coal mining and construc. 
tion. This book is the report of a committee 
appointed by Herbert C. Hoover to study 
the causes and effects of seasonal operation 
in the construction industry. 

The committee found that seasonal varia- 
tions in the activity of the construction indus- 
try are as much a matter of custom as of 
necessity. This is shown by the fact that in 
parts of the United States where a mild cli- 
mate prevails throughout the year, the same 
fluctuations in construction activity occur as 
in the states where severe winter weather \s 
found. The report indicates that building 
trades’ workers are fully employed for but 
three to five months in the year, and for ap- 
proximately three months in the year there is 
no employment at all. The waste arising 
from this unemployment, which must be paid 
for by higher costs in the active season, 's 
enormous. The high cost has tended to hold 
back construction, and the uncertainty of em- 
ployment has kept young men away from the 
building trades. 

The art of construction has advanced to 
such a point that the effect of bad weather 
on building operations has been greatly 1 
duced. The increasing use of machinery ! 
place of men, and the development of means 
of protection from rain and cold have made 
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it practicable to carry on building operations 
during every season of the year in all but the 
most severe climates. The advantages of off- 
season building are many. The efficiency of 
labor is greater, because at such a time the 
best workmen can be obtained, and at lower 
wages. A great saving in cost comes from the 
more even distribution of a contractor's over- 
head expense throughout the year. Materials 
can be obtained without delays. 

The habit of fixing a single leasing date for 
the year is responsible for a seasonal peak in 
the telephone, gas and electric, moving and 
storage, and general construction businesses. 
It is recommended that several dates in the 
spring and fall be substituted for the single 
one. Inasmuch as public works account for 
25% of all construction work, it is believed 
that the public authorities can render great aid 
by selecting the off-peak periods for their 
work. Wherever possible, industries should 
plan to have their construction take place 
during periods of cyclical depression and low 
seasonal activity. 

The committee suggests that local studies 
be made to determine the rush and slack pe- 
riods of the year for labor and materials in 
each of the building trades, and that efforts be 
made to develop the habit of scheduling work 
with reference to these demands. Specific 
suggestions are made for enlisting the coopera- 
tion of home builders, architects, engineers, 
bankers, real estate men, contractors, building- 
material producers and dealers, and finally 
that of labor itself. Those who will benefit 
most by an improvement in the situation are 
labor and the public. 


Snyder, Blake. Reat Estate HANDBOOK. 
New York: McGraw-Hill Book Company, 
Incorporated, 1925. 724 pp. $5. 


This handbook assembles a large amount 
of data in a form convenient for reference. 
Among the many subjects covered are the 
economics and ethics of real estate, appraisals, 
values, subdivisions, collections, accounting, 
renting of various types of space, taxation, 
insurance, mortgages, construction of build- 
ings, auctions, and real estate law. Each of 
the several articles has been written by a 


ee ‘ ‘ ° 
real estate man who is especially experienced | 


in each field. For the reader’s convenience 


a locating any particular point, the volume 
has been carefully indexed. 


Splawn, Walter M. W. Tue Consowipa- 
TION OF RaILRoADS. New York: The 
Macmillan Company, 1925. 290 pp. $3. 


Current thought seems to assume that the 
consolidation of the railroads of the United 
States is not only desirable but easily possible. 
The author of this book shows that such as- 
sumptions are not entirely valid. But before 
doing so, he summarizes the purpose of consoli- 
dation, the Ripley Report, the tentative plan 
of the Interstate Commerce Commission, 
other suggested plans, and finally the record 
of the hearings held before the Commission. 
Mr. Splawn contends that, though the con- 
solidation proposal was written into the 
Transportation Act of 1920 to bring relief 
to the weaker roads, and to secure continuous 
service on all of them, it cannot accomplish 
these ends, because grouping of the carriers 
will do little to cure sources of weakness 
in the case of the necessitous roads. In 
concluding his chapter on compulsory and 
permissive consolidation, he questions whether 
it would not be better to permit a normal nat- 
ural development of the railroad systems under 
competent public regulation than to force an 
arbitrary and perhaps revolutionary series of 
combinations. 


Spurr, J. E., and Wormser, F. E., Editors. 
THe MARKETING OF METALS AND Min- 
ERALS. New York: McGraw-Hill Book 
Company, Incorporated, 1925. 674 pp. $6. 


Recognizing the fact that the marketing of 
mine products has been neglected, the editors 
of this work have gathered together discus- 
sions of the marketing of each metal or 
mineral commodity by a qualified specialist on 
the subject. The book presents 64 articles con- 
cerning 92 distinct metals and minerals which 
have a commercial value. The individual 
chapters first appeared in the Engineering and 
Mining Journal-Press. 


Stehman, J. Warren. THe Financiar His- 


TORY OF THE AMERICAN TELEPHONE AND 
TELEGRAPH ComMPpANy. Boston: Hough- 


ton Mifflin Company, 1925. 339 pp. $2.50. 


The principles of public utility finance, 
organization, and regulation that this study 
derives from the history of the telephone busi- 
ness, may be applied to the public utility field 
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in general. After tracing the growth of the 
Bell system, the book reviews the financial 
organization and strength of the parent com- 
pany, and concludes with a lucid discussion of 
government regulation in the industry. It is 
in these last chapters, particularly, that the 
work acquires general significance. Utilities 
because of their importance and their monopo- 
listic nature, must be regulated ; but regulation 
defeats its own end if it does not consider 
return to the investor as well as service to 
the public. 


Stockwell, Herbert G. How To REap A 
FINANCIAL STATEMENT. New York: 
The Ronald Press Company, 1925. 443 
pp. $4.50. 


Without mentioning the words “debit” and 
“credit,” the author explains the various pos- 
sible items of a balance-sheet. He shows that 
uniformity in financial reports is not essen- 
tial in drawing sound conclusions therefrom. 
The first portion of the book analyzes the 
comparatively simple statement of the typical 
average-size concern, while the second part 
deals with the more unusual features found 
in the statements of the larger corporations. 
Such information is of particular significance 
to the business man as manager of an enter- 
prise, as grantor of credit, and as investor of 
funds. 


Sturgis, Henry S. INvestmentT: A NEw 
ProFression. New York: The Macmillan 
Company, 1924. 210 pp. $2. 


This book is nearly unique in that it com- 
presses theories of investment into such a 
short space. Its treatment of the subject 
is very lucid. Mr. Sturgis contends that 
because the present organization of the in- 
vestment business prevents the banker from 
giving the first consideration to the customer, 
the care of funds cannot be entrusted to him. 
Accordingly, he believes that there is a place 
for the profession of investment. To be suc- 
cessful the investor must have a thorough 
knowledge of underlying conditions, must see 
industries and countries in relation to each 
other, and must be able to analyze the posi- 
tion of particular companies within an indus- 
try. The author points out that the care of 
invested funds after purchase is more impor- 
tant than the original acquisition of securities, 
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because conditions change rapidly 

pectedly. To any one concerned in amy, 
with investment funds, this work should he 
great significance. 4 































Thompson, Carl D. Pusuie © aaa 
New York: Thomas Y. Cromwell ¢ 
pany, 1925. 445 pp. $3. a 


Public ownership of many enterprises | 
taken for granted; as a result, the extent 
the development is obscured. To clar 
situation, the book reviews the various a. 
of public ownership, and briefly summaris 
the apparent results of each. In thec 
ing chapter the author replies to the ee 
objections to public ownership. 


Wolman, Leo. THe GrowTH or Americay 
Trave Unions, 1880-1923. New ¥ 
National Bureau of Economic Research, Ip 
corporated, 1924. 170 pp. $3. E 


Because the trade union movement ai 
productivity and wages, and, therefore, 
the size and distribution of the nation 
income, the National Bureau of Eec 
Research, in its study of the size and distribu 
tion of the income produced and consumed by 
the people of the United States, found it neces 
sary to measure as accurately as possible the 
growth of American trade unions. This vo 
ume is the result of the investigation. It 
shows that during the last 50 years the mem- 
bership of the American trade unions has 
twice—1887 and 1920—reached striking” 
peaks from which it has later descended; that” 
the position of the American Federation of 
Labor was relatively stronger at the end that 
the beginning of the period 1887-1923; that” 
the number of women in trade unions it 
creased almost fivefold from 1910 to 1920, 
but that the number is relatively still small. 
As a method of approach, the author tabulate: 
individually the membership of each trade 
union as far as figures permit for the period, 
the working population of the United States 
according to the census classifications, the 
membership of American trade unions by se 
in 1920, and, finally, the extent of organiz& 
tion in each specified occupation in 1920. 
nificant comparisons are made between 1920 
and 1910. The work confines itself to fact” 
and disregards opinions about the promise Of — 
danger to American life from the gro 
trade unions. 





